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INTRODUCTION

This Section of the Handbook presents basic in-
formation concerning the mutual and stock form
of organization. This section assistsin identifying
controlling interests in a savings association and
in determining the appropriate allocation and ex-
ercise of control. This section provides
information in the following areas:

Mutual organization.
Mutual Holding Companies.
Types of capital stock.

Conversions from mutual to stock organiza-
tion.

Securities and Exchange Commission (SEC)
reporting requirements.

Insider stock trading.

Changein control.

Divestiture of control.

Contributed capital.

Capital distributions.

Employee stock ownership plans (ESOPSs).

The Section assists in identifying controlling in-
terestsin a savings association and in determining
the appropriate allocation and exercise of control.

MUTUAL ORGANIZATION

Savings associations organized as mutual institu-
tions issue no capital stock and therefore have no
stockholders. Mutual savings associations build
capital amost exclusively through retained earn-
ings. Mutual savings associations may receive
pledged deposits and issue mutual capital certifi-
cates and subordinated debentures, however,
mutuals rarely use these capital forms. When a
new mutual savings association organizes, certain
founding members pledge savings for the time
required for the new mutual to build-up capital
and operate profitably.

Background

The first savings associations appeared in the
United Statesin the first half of the nineteenth
century. Savings banks first appeared in Boston
and Philadelphiain 1816. The first savings asso-
ciation wasin 1831 in Frankford, Pennsylvania,
now part of the city of Philadelphia. All thrift
type institutions were originally mutual institu-
tions. Not until the latter part of the nineteenth
century did the first stock savings and loan type
thrifts appear. At first, they were only in afew
states. Savings banks remained exclusively mu-
tual until the 1980s. All federal savings
associations were in mutual form from 1933 to
1974, when Congress amended the Home Own-
ers’ Loan Act to permit the conversion of federal
mutual savings associationsto stock form. The
Garn-St. Germain Depository Institutions Act of
1982 first authorized the direct chartering of fed-
eral stock savings associations.

Mutual thrift institutionsinitially were organized
by individuals and groups for the common good
of working class individuals and families who
lacked the financial service facilities necessary
for the accumulation of capital through savings
plans and access to credit for housing needs.
These mutual institutions greatly expanded in
number and location throughout the nineteenth
and early twentieth centuries. They generaly
were small institutions, although some eventually
grew to substantial size, mostly in the larger cit-
ies. Although a substantial number of mutual
institutions migrated to stock form savings asso-
ciations through conversion since the mid-1970s,
there remain a substantial core of mutual institu-
tions. There are over 400 mutual savings
associations under OTS supervision and severa
hundred more state chartered savings banks
whose federal regulator isthe FDIC. These mu-
tual savings associations, while generally smaller
than the stock institutions, carry on the basic mis-
sion of the founders of the thrift movement. The
mutual savings associations remain closeto their
communities and the immediate needs of their
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localities for basic banking services for the citi-
zens. In general, mutual savings associations often
tend to have higher capital levels, somewhat
lower earnings, and high quality assets.

Owner ship of Mutual Savings Associations

The concept of ownership in mutual savings asso-
ciations resulted in extensive discussion and
subsequent litigation. The courts have determined
that mutual account holders have only a contin-
gent interest in the surplus of mutual savings
associations in the event of liquidation. In the first
case to challenge the newly adopted conversion
regulations of the Federal Home Loan Bank
Board, York v. Federal Home Loan Bank Board,
the court concluded that conversion to a federal
stock organization did not deprive the mutual de-
positors of property rights.

Members Rights of a Federal Mutual Savings
Association

The federal mutual charter grants certain rightsto
mutual members, which give them some control
over the affairs of the savings association. All
holders of the savings association’s savings, de-
mand, and other authorized accounts are members
of the savings association. The ability to exercise
control over amutual savings association by its
members, however, is not coextensive with the
rights of stockholders of ordinary corporations,
although there are similarities. The members of a
federal mutual savings association have the right
to:

Vote.

Amend the charter.

Amend the by-laws.

Nominate and elect directors.

Remove directors for cause.

Request special meetings.
Communicate with other members.
Inspect the corporate books and records.

Share pro ratain the assets of the savings as-
sociation following liquidation.

In enacting the Home Owners' Loan Act Con-
gress generally left to the OTS (or its predecessor,
the FHLBB) the authority to determine when a
mutual savings association’s members have vot-
ing rights. Except for provisions relating to the
conversion of afederal mutual to stock form,
there is no statutory requirement that federal mu-
tual savings associations' members have voting
rights. Although the charter of afederal mutual
savings association does grant such rights, it does
not specify a member vote for all significant cor-
porate transactions.

In practice, members delegate voting rights and
the operation of federal mutual savings associa-
tions through the granting of proxiestypically
given to the board of directors (trustees) or a
committee appointed by a majority of the board.

CAPITAL STOCK

Capital stock consists of stock certificates issued
to investors (stockholders) as evidence of their
ownership interest in the savings association. One
or more individuals or any business entity such as
apartnership, atrust, or a corporation may own
the stock.

Common Stock

Common stock represents all the basic rights of
ownership. Common stockholders exercise their
basic rights in proportion to the shares owned.
These rights include the following:

Theright to vote for the directors.

Theright to share in dividends declared by the
board of directors.

Theright to share in the distribution of cash or
other assets, after payment of creditors, in the
event of liquidation of the savings association.

Savings associations may value capital stock on
their books at a stated par value. A savings asso-
ciation will assign anominal par value if the stock
does not have a par value. Savings associations
account for amounts paid in excess of the par
value as additional paid-in capital.
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The market value of shares does not coincide with
par values. The market price reflects many fac-
tors, including the following:

Overall economic conditions.

Financia health of the savings association.
Liquidity of the stock.

Competition.

Dividend policies.

Growth potential.

Market saturation in financia institution issues
(supply and demand).

A savings association may list its shares on an
organized exchange, or trade them over the
counter (OTC). A savings association may act as
its own registrar and transfer agent. If the savings
association has 500 or more stockholders, the sav-
ings association must adhere to the SEC
regulations when performing transfer agent func-
tions.

Among the records a stock savings association
must maintain is a (registrar’s) list of stockhold-
ers. Thelist should include the following
information:

Name of holder.

Address.

Number of shares owned.

Date acquired.

Certificate number(s) held.

Amount and type of dividend paid each stock-
holder.

It isimportant to promptly record transfers of
shares to new owners. Savings associations, peri-
odically, should reconcile the stockhol der |edger
with the general ledger control account and the
stock certificate book.

Preferred Stock
Preferred stock carries certain preferences, such

asaprior claim on dividends, over common stock.
Often preferred stock conveys no voting rights, or

only limited voting rights, to the holders. The ar-
ticles of incorporation (charter) govern special
rights of a preferred stock issue. The chartering
authority may also regulate stockholders’ rights.

Whether preferred stock isincludablein regula
tory or generally accepted accounting principles
(GAAP) capital depends on its permanence as a
funding source. The status of preferred stock as
part of capital also depends on whether a savings
association is subject to the Securities Act of
1933 and the Securities Exchange Act of 1934.
Like common stockholders, preferred stockhold-
ers have basic ownership rights and do not have
priority over creditorsin the event of liquidation.

Although forms of permanent perpetual preferred
stock exist, other preferred stock contains defined
redemption terms and consequently it is not as
permanent or long-term a funding source as com-
mon stock.

OTS regulation §8563c¢.102 states that savings as-
sociations subject to the Securities Act of 1933
and the Securities Exchange Act of 1934 may not
include subordinated debt securities or mandato-
rily redeemable preferred stock in equity.

Savings associations not subject to federal securi-
tieslaws financial report requirements may make
financia reports using Thrift Financial Report
(TFR) instructions and rely on OTS capital regu-
lations. Under 12 CFR Part 567 (Capital), savings
associations include noncumulative perpetua pre-
ferred stock in core capital (8567.5(a)(1)(ii)).
Savings associations include cumulative perpetual
preferred stock in supplemental capital
(8567.5(b)(1)(i)). Supplemental capital also may
include certain redeemable preferred stock and
subordinated debt issued under OTS regulations
and memoranda. Eligibility for such instruments
to qualify as part of regulatory capital depends on
the timing of the redemption and other contractual
characteristics. See 12 CFR § 563.81, I ssuance of
subordinated debt securities and mandatorily re-
deemable preferred stock.

Mutual Holding Companies

The Mutual Holding Company regulation imple-
ments § 10(0) of the Home Owners Loan Act
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(HOLA). Part 575 authorizes a mutual holding
company to engage in capital raising activities. A
mutual holding company may pledge or issue up
to 49.9 percent of its post-reorganization stock to
persons other than the mutual holding company.

A MHC may create a new subsidiary stock hold-
ing company (SHC) that would exist between the
MHC and its savings association in athree-tier
corporate structure. The SHC, like a stock savings
association subsidiary, must issue at least a major-
ity of its sharesto the MHC and could issue up to
49.9 percent of its shares to the public. The SHC
must own 100 percent of the shares of the savings
association subsidiary.

On July 12, 2000 OTSissued an Interim Rule
based on the Gramm-Leach-Bliley Act. OTS
changed the activities limitations for MHC' s to
mirror those applicable to financia holding com-
panies. These changes enhance the MHC as a
more suitable long-term alternative than full con-
version from stock form for mutual savings
associations considering conversion.

Subchapter S Corporations

Subchapter S corporations generally receive pass-
through tax treatment for federal income tax pur-
poses. The Small Business Job Protection Act of
1996 made changesto the Internal Revenue Code
that allows financial institutions, and their parent
holding companiesto elect Subchapter S Corpora-
tion status under the Code. The savings
association must meet the following criteria:

Shareholders may only be individuals, certain
estates, and trusts.

There may be no more than 75 shareholders
and they must all consent to the election of S
Corporation status.

There must be only one class of stock.

Must use (or convert to) the specific charge-
off method in accounting for bad debts for tax
purposes.

Must use a calendar year, unless IRS grants
permission to use some other year.

A Subchapter S holding company may wholly
(but not partially) own a savings association that
is a Subchapter S Corporation. Thus, holding
companies and their wholly owned depository
institution subsidiaries are both eligible for S Cor-
poration status.

Savings associations may voluntarily or involun-
tarily lose their S Corporation status. Although
there is no penalty or direct tax for atermination,
either avoluntary or an involuntary loss may have
adverse effects on a savings association’ s capital .
For example, revocations may adversely affect an
association, because the association may need to
re-establish deferred tax accounts, which may
reduce capital.

Ability to Raise Capital

If an S Corporation needs to raise capital, itsini-
tial efforts will often focus on selling additional
common stock to its existing stockholdersto pre-
serveitstax status. If existing stockholders are
unable or unwilling to properly capitalize the
thrift, the institution will normally offer to sell
common stock to Subchapter S eligible investors
who consent to the tax election. The institution
should seek to limit the increase in the number of
its stockholders to stay within the 75-shareholder
[imit for S Corporation.

S Corporation stockholders customarily sign
shareholder agreements that prevent them from
selling stock or otherwise transferring their stock
to ineligible stockholders. These agreements typi-
cally require a shareholder who wishesto sell
stock to first offer the shares to the other existing
stockholders before offering the shares to any
other party. Asaprerequisite to purchasingan S
Corporation’ s stock, a new investor must agree to
sign the shareholder agreement.

If the institution cannot successfully increase its
capital through these means, it may pursue other
potential investors who may cause the institution
to loseits Subchapter S election. Alternatively,
the institution may have to issue a second class of
stock that will result in an involuntary termination
of itselection. In either case, the institution would
not incur any tax penalties because of its return to
C Corporation status. Therefore, an institution’s

110.4 Regulatory Handbook

November 2001

Office of Thrift Supervision



SECTION: Capital Stock and Ownership

Section 110

tax status as an S Corporation does not prevent it
from raising additional capital.

STOCK CONVERSION

For mutual savings associations, conversion to
stock form is the avenue available to raise capital
in the equity market.

To facilitate the conversion process, management
may contract for the services of attorneys, ac-
countants, appraisers, and conversion managers
who have conversion experience. Savings associa
tions record conversion sales proceeds after
deduction of conversion expenses. In smaller
offerings, conversion expenses may amount to as
much as ten percent of the equity raised.

Following is a description of various types of
conversions. See Part 563b for additional infor-
mation.

Standard Conversion

A standard conversion offers a funding source for
healthy savings associations. In thisform, eligible
account holders receive nontransferable, pro-rated
subscription rights to purchase the stock of the
converting savings association before the public
offering. Savings associations sell shares of the
converting institution not purchased by persons
with subscription rights either in a public offering
through an underwriter or by the savings associa
tion in adirect community offering.

Submission of a conversion plan according to
§563b.3 isthefirst requirement before effecting a
standard conversion. The resulting savings
association must comply with the capital
standards of Part 567. The accounting used for
acquiring assets and liabilitiesin a standard
conversion is generally historical cost of the
acquired savings association (pooling-of-interest
accounting).

Supervisory Conversion

A supervisory conversion permits savings asso-
ciationsthat fail to meet specified capital levelsto
raise additional capital without government assis-
tance. The resulting savings association must be a
viable entity under § 563b.26(b).

Any significantly undercapitalized SAIF-insured
savings association will qualify for a supervisory
conversion unless OTS determines otherwise.
OTS may permit, on a case-by-case basis, an un-
dercapitalized savings association to undertake a
supervisory conversion if the savings association
can demonstrate that a standard conversion is not
feasible. Any BIF-insured mutual savings bank
may qualify for voluntary supervisory conversion
provided OTS concursin a certification given by
FDIC in accordance with 12 USC 1464(0)(2)(c).

A savings association may accomplish a supervi-
sory conversion through a nonpublic offering
(that is, the sale of the savings association’ s secu-
ritiesissued in the conversion directly to a person
Or persons).

A magjority of the board of directors of the con-
verting savings association must adopt a plan of
supervisory conversion that isin accordance with
Part 563b. The members of the savings associa-
tion shall have no rights of approval or
participation in the conversion or rights to the
continuance of any legal or beneficial ownership
interest in the converted savings association.

Merger Conversions

A merger conversion occurs when an existing
stock ingtitution or holding company acquires a
converting mutual savings association. The con-
verting mutual exchangesits stock for stock of the
acquiror. OTS limits merger conversions to cases
involving financially weak savings associations.
OTSwill also consider requests for waivers from
this general policy for very small institutions,
such as those with assets under $25 million.

Stock Organization

Section 552.2-1 outlines the process for organiz-
ing afederal stock savings association. Stock
organization means that management decisions
are subject to shareholder vote and scrutiny. Stock
savings associations must hold annual meetings of
shareholders subject to regulatory requirements.
These requirements appear in § 552.6 or applica
ble state law and/or § 14 of the Securities
Exchange Act of 1934 (Exchange Act). Savings
associations that convert to stock form face in-
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creased public disclosure requirements in becom-
ing a public reporting company under that act.

REVIEW OF EXCHANGE ACT AND
SECURITIES OFFERING FILINGS

Under § 12(i) of the Exchange Act, OTS has the
powers, functions, and duties vested in the SEC to
administer and enforce several sections of the Ex-
change Act for savings associations. The
applicable sections are 88 12, 13, 14(a), 14(c),
14(d), 14(f), and 16. For this purpose, OTSisthe
securities disclosure oversight regulator for all
Home Owners Loan Act (HOLA) federal char-
ters (both SAIF and BIF members). In addition,
OTS isthe securities disclosure oversight regula-
tor for state-chartered savings association SAIF
members. The FDIC is the comparabl e regulator
for al BIF-insured, state-chartered savings banks.

Approximately 136 savings associations have a
class of equity securities registered under the Ex-
change Act. Therefore, they are subject to
Exchange Act periodic reporting requirements
and rules governing awide range of activities.
Such activities include proxy solicitations; tender
offers; and the acquisition of securities by offi-
cers, directors, and significant shareholders. In
addition, savings associations that engage in pub-
lic offerings of securities generally must file an
offering circular with OTS. OTS declares the of -
fering circular effective under the requirements of
OTS securities offerings regulations for savings
associations. These regulationsinclude 12 CFR
Parts 563b, 563d, and 563g.

The Business Transactions Division (BTD) of the
Office of Chief Counsel and the Accounting Pol-
icy Division (APD) of the Office of Supervision
review Exchange Act and securities offering fil-
ings of savings associations for compliance with
the Exchange Act and OTS regulations. The ap-
plicable OTS regulations are 12 CFR Parts 563D,
563d, and 563g.

Theregional offices are responsible for timely
review of filings of savings associations and hold-
ing companies for information of supervisory
concern. Regional staff should alert Washington
to disclosure problems noted during these re-
views. For amore detailed discussion of the

Washington and Regional Processing of Ex-
change Act Filings, refer to Appendix B.

Filing Requirements

Controlling persons, such as savings association
directors and officers, are potentially liable in
connection with their savings association’s re-
ports. Directors and officers should ensure
accurate filings. This duty to evaluate the com-
pleteness and accuracy of reports applies to
directors and responsible management officials
whether or not they sign the report.

Savings Associations

Section 563d.1 applies Exchange Act rules, regu-
lations, and forms to securities issued by savings
associations. As aresult, savings associations
with aclass of equity securities registered under 8
12 of the Exchange Act must file various periodic
reports with both Washington and the appropriate
regional office.

Failure to file timely and accurate Exchange Act
reportsisaviolation of the federal securitieslaws
and applicable OTS regulations. Violations may
subject a savings association and its officers,
directors, and other related persons to sanctions.
These sanctions include:

Civil suit.
Cease-and-desist order.

Civil money penalties.
Supervisory agreement.

If you note any apparent violations of the Ex-
change Act filing requirements, report your
findings to Washington and the regional account-
ant without discussing the apparent violations
with the savings association. It is very important
that any apparent violations of filing requirements
be brought to the attention of Washington to en-
sure uniform interpretation and enforcement of
Exchange Act regulations. BTD or APD will con-
tact the savings association and OTS
Enforcement, if necessary.
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A savings association may become subject to re-
porting obligations under the Exchange Act in one
of four ways.

Section 12(b) of the Exchange Act requires the
registering of any class of a savings associa
tion’ s securities registered on a national
securities exchange.

Exchange Act rules generally require that each
savings association with 500 or more share-
holders and $5 million or more in assets
register its equity securities under the Ex-
change Act. Savings associations may satisfy
this requirement by filing Form 10 with OTS.
Also, savings associations may register securi-
ties not otherwise requiring registration by
filing Form 10 with OTS.

Section 563b.3(c)(19)(i) generally requires
savings associ ations converting from the mu-
tual to the stock to register the class of
securities issued in the conversion under the
Exchange Act. Savings associations may not
deregister such securities for three years.

Each savings association, not otherwise re-
quired to report under the Exchange Act, has
specia responsibilities relating to offering cir-
cularsfiled with BTD. If BTD declares an
offering circular effective pursuant to Part
5639, savings associations must make filings
pursuant to § 563g.18 with OTS. Savings as-
sociations must make these filings for at least
the first year during which the offering circular
becomes effective. These filings consist of pe-
riodic and current reports on Forms 10-K, 10-
Q, 10KSB, 10 QSB, and 8-K as Section 13 of
the Exchange Act may require. The duty to file
reports under § 5639.18 is automatically sus-
pended for any fiscal year under the following
condition:

¥ If at the beginning of the fiscal year, (other
than the fiscal year the offering circular
became effective) the securities of each
classto which the offering circular relates
are held of record by less than 300 per-
sons.

In addition, § 563g.2 provides that no savings as-
sociation shall offer or sell any security unless the
offer or sale includes an effective offering circu-
lar. Part 563g provides for the declaration of

effectiveness of offering circulars. In certain cir-
cumstances, an exemption from filing
requirements is available. Savings associations
must file offering circulars required under Part
563g with both BTD and the appropriate regional
office.

Savings and Loan Holding Companies

OTSregulation, 12 CFR § 584.1, requires savings
and loan holding companies to file Form H-(b)11
with the respective regional offices.

Holding companies with securities registered with
the SEC under the Exchange Act must attach cer-
tain SEC filings to the H-(b)11. For example, the
H-(b)11 must include the following information:

Proxy material filed with the SEC.
The annual report on Form 10-K.
Current reports filed on Form 8-K.

Any prospectus filed in connection with the
public offering of securities.

SEC reports not excluded by request of the
OTSregional office.

Description of Filings
The Annual Report (Form 10-K or Form 10-KSB)

Savings associations must file this report within
90 days of the close of afisca year.

The Quarterly Report (Form 10-Q or Form 10-
QsB)

Savings associations must file this report for each
fiscal quarter (except the fourth quarter) no later
than 45 days after the end of the quarter.

The Annual and Quarterly reports provide spe-
cific financia information regarding the savings
association as well as management’ s discussion of
the savings association’ s financial condition. The
reports also include a description of matters voted
on by securities holders, and other relevant mat-
ters as required by the applicable form and
regulations.
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The Current Report (Form 8-K)

Savings associations must file this report with
OTS because of the occurrence of the following
events and within the following time frames:

Any changesin control of the savings associa-
tion - 15 days.

Acquisition or disposition of assets (of asig-
nificant amount other than in the ordinary
course of business) - 15 days.

Placing of the savings association in receiver-
ship or conservatorship - 15 days.

Any change in the savings association’s certi-
fying accountant - 5 days.

Occurrence of other events the savings asso-
ciation deemsto be materially important to
security holders - no time frame, but within a
reasonable time.

Resignation of directors - 5 days.
A changein fiscal year - 15 days.

Beneficial Ownership Reports

Thelnitia Statement of Beneficial Ownership
(Form 3)

Those who fall into any of the categories listed
below must file within 10 days, Form 3 with OTS.

Officers.
Directors (regardless of whether they own any
securities).

Beneficial owners of ten percent or more of
any class of the savings association’s equity
securities.

A Statement of Change in Beneficial Ownership
of Equity Securities (Form 4)

Previous filers of Form 3 must file Form 4 when a
change occursin the nature or amount of the per-
son’s beneficial ownership of the savings
association’ s equity securities. Filersmust file
Form 4 within ten days after the end of the month
in which a change occurs.

Annual Statement of Changesin Beneficial Own-
ership (Form 5)

Report annually, within 45 days of the end of the
fiscal year, any other small changesin ownership.

The Shareholder Report of Beneficial Ownership
(Schedule 13D)

Shareholders must file Form 13D within ten days
of the acquisition of beneficial ownership of more
than five percent of any class of equity securities.
Any material changein the facts of the statement
requires that the shareholder promptly (generally
within two business days of the material change)
file an amendment.

Schedule 13G

Mutual funds and other institutions that invest
funds or manage portfolios for beneficial owners
must file Schedule G. Filers must file Schedule G
within 45 days after the end of the calendar year.

Shareholders must file 13D and 13G reports with
the savings association, OTS, each exchange
where the savings association’ s securities trade,
or to the National Association of Securities Deal-
ers, Inc. (NASD) if the National Association of
Securities Dealers Automated Quotation System
(NASDAQ) quotes the stock.

In reviewing Forms 3, 4, and 5 and Schedule 13D,
BTD attorneys watch for issues related to Part
574, the potential for hostile takeovers, and possi-
ble trading on insider information. Y ou should be
alert to these possibilitiesand adert BTD to rele-
vant information.

Persons own directly any stock held in their own
name or held by a bank, broker, or nomineein a
street name for their account. Under the conven-
tion of holding shares in a street name, a broker
executes the trade and holds the stock in the name
of the brokerage firm or a nominee. The savings
association, through the shareholder (registrar’s)
ledger, is unaware of theindividual initiating the
transaction. There are no rules governing the dis-
closure of ownership held in a street name except
for the threshold reporting requirements described
above.
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Persons are the beneficial owners of any stock
that they have the right to acquire through the ex-
ercise of presently exercisable options, including
options granted through a stock option plan. Indi-
rect beneficial ownership includes stock held in
the name of another person if, because of an
agreement or relationship, a person obtains bene-

fits substantially equivalent to those of ownership.

Such benefitsinclude the right to receive income
and the right to control transfer of the stock. For
example, aperson generaly isthe beneficial
owner of stock in the following situations:

Stock held by certain family members, such as
aspouse or minor children.

Stock owned as trustee, where the person or
members of the person’simmediate family
have a vested interest in the income or princi-
pal of the trust.

Stock held in trust for which the personisa
beneficiary.

Stock owned by a partnership of which the
person is amember.

Stock owned by a corporation that the person
controls.

Proxy and Information Statements

Exchange Act Regulations 14A and 14C require
thefiling of preliminary copies of al Proxy
Statements, other soliciting materials, and Infor-
mation Statements (used where there is no
solicitation of proxies). Savings associations file
this material with OTS at least ten calendar days
prior to the date of first sending or giving such
information to shareholders. Savings associations
file definitive copies of the above materials with
OTS no later than the date of sending or giving
such materials to shareholders.

In certain circumstances, savings associations
must provide an Information Statement that con-
tains the information specified by Regulation 14C
under the Exchange Act. In those instances where
a savings association plans corporate action, the
Exchange Act requires the filing of an Informa-
tion Statement. Thisis arequirement even where
there is no solicitation of proxies. The corporate
action may occur either at a meeting of the sav-

ings association’ s security holders or by written
authorization or consent of such holders. Savings
associations must file preliminary copies of either
proxy-solicitation material or an Information
Statement, as appropriate, with OTS. Savings as-
sociations must submit this material within a
specified period prior to any distribution of such
information to security holders.

Annual Report to Shareholders

Savings associations must mail to shareholders
copies of the Annual Report to Shareholders. Sav-
ings associations mail the Annual Report to
Shareholders with, or subsequent to the mailing
of, either proxy-solicitation material or an Infor-
mation Statement. The Information Statement
relates to an annual meeting, a special meeting
instead of an annual meeting, or a written consent
instead of either an annual or special meeting that
includes election of directors.

Insider Stock Trading

There are substantive limitations on the ability of
savings association directors, officers, and ten
percent shareholders to trade in the savings asso-
ciation’s stock. Any profit realized from any
purchase and sale or sale and purchase of the sav-
ings association’s stock within a six-month period
(short-swing trade) is subject to recapture. Either
the savings association or the savings associa-
tion’s stockholders by filing suit on its behalf (15
USC § 16(b)) may seek recapture. The rule pro-
vides arigorous guard against misuse of
confidential information by insiders. Prohibition,
however, does not extend to all reportable trans-
actions.

Furthermore, the Exchange Act generally prohib-
its directors, officers, and ten percent
stockholders from making any short sale of their
savings association’ s stock. That is, any sale of
stock that the seller does not then own. The Ex-
change Act also requires that directors, officers,
and 10 percent stockholders deliver to buyers
within 20 days any stock they sell. Alternatively,
the Exchange Act requires the depositing in the
mail within 5 days any stock sold by directors,
officers, and 10 percent stockholders.
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In addition, Rule 10b-5 under the Exchange Act
prohibits a person from trading a savings associa-
tion’ s stock using material inside information.
Inside information refers to information not avail-
ableto the public in general (17 CFR § 240.10b-
5). The rule also prohibits a person in possession
of material nonpublic information from selec-
tively disclosing this information to others
(tipping) and generally bars the tippees from trad-
ing on such atip. Information is material for this
purpose if areasonable investor would consider it
important in reaching an investment decision or
would attach actual significance to the informa-
tion in making the decision. Thus, savings
association officers, directors, and others in pos-
session of material inside information must not
trade in the savings association’ s stock until the
information is available to the investing public.
Managers must not make any disclosures of mate-
rial information to selected persons without
concurrently releasing the information to the pub-
lic.

Changein Control

Regulators have concerns about the control of a
savings association’ s voting rights because a
changein control may influence the direction and
operating policies of the savings association. No
person shall acquire control of a savings associa-
tion through a purchase, assignment, transfer,
pledge, or other disposition of voting rights of
such savings association without OTS approval.
Thisincludes the individual acting directly or in-
directly or through or in concert with one or more
other persons. OTS rules on acquisition of control
of savings associations are in 12 CFR Part 574.

Section 563.181 contains special notification re-
guirements that apply whenever a change occurs
in the outstanding voting rights that will resultin
control (or achangein control) of any mutual sav-
ings association. The president or other chief
executive officer must report such factsto the
OTS. They should file the report within 15 days
of their knowledge of such change.

Section 563.183 requires the savings association
to file areport whenever there is a change in con-
trol of any savings association or holding
company and there is also a change or replace-

ment of the chief executive officer within a
specified time.

The president or other chief executive officer
must file areport when a change in control of a
savings association or holding company occurs
concurrently with, or within 60 days after or 12
months before, a change or replacement of the
chief executive officer. (A changein control also
mandates filing Form 8-K for a savings associa-
tion or holding company subject to public
reporting requirements of the Exchange Act.)

The president or other chief executive officer
snall report to OTS whether a change in owner-
ship or other change in the outstanding voting
rights under 88 563.181 or 563.183 will result in
control or achange in control of the savings asso-
ciation or holding company. Section 574.4
outlines the conditions under which an acquirer
possesses control. The regulation aso includes
conclusive control determinations.

Section 563.181(c) states the conditions that will
require areport from a mutual savings association
president or CEO when there is a solicitation of
voting rights of the savings association. If asolici-
tation is of a continuing nature, it is necessary to
file areport only when the solicitation begins.
The report should indicate the continuing nature
of the solicitation. No further reporting is neces-
sary unless or until there isachangein the
solicitor.

The president or CEO of the savings association
or the holding company should file the report re-
quired under 12 CFR 88 563.181 and 563.183.
Under 12 CFR § 516.1(c), they should send an
original and two copies to the regional office.

Savings associations must provide a business plan
with each of the following applications:

Approva of change in control of a stock sav-
ings association.

Changein control of amutual savings associa-
tion.

Changein or replacement of the chief execu-
tive officer.
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Willful violations of 88§ 563.181 and 563.183 may
be subject to harsh enforcement action, including
civil money penalties. If you discover such activ-
ity, you should remind savings associations and
savings and loan holding companies of these re-
porting requirements. Savings associations and
savings and loan holding companies are to resolve
any doubt regarding the necessity of filing by
submission of areport.

Section 574.4(b) requires reports whenever any
person, partnership, corporation, trust, or group of
associated persons acquires, receives, or in effect,
becomes the holder of ten percent or more of the
outstanding stock or voting rights of a savings
associ ation.

REGULATORY CONSIDERATIONS
Divestiture of Control

Section 567.13 requires that any acquiror subject
to a capital maintenance obligation give prior
written notice to OTS if the acquiror proposes
divestiture of the savings association.

After receiving the notice, OTS has 90 daysto
conduct an examination of the savings associa
tion. OTS determines the extent of any capital
deficiency and communicates the results to the
acquiror. If the examination indicates that no de-
ficiency exists, the acquiror may divest control of
the savings association upon receiving written
notice of the examination results.

If acapital deficiency does exist, any acquiror
subject to a capital maintenance agreement may
only divest asavings association if they provide
OTS with acapital infusion agreement. Such an
agreement must provide that the acquiror will in-
fuse the savings association with the amount
necessary to remedy the deficiency. Further, the
acquiror must arrange for payment, satisfactory to
OTS, or otherwise satisfy the deficiency. If the
acquiror provides OTS with a satisfactory agree-
ment before the completion of an examination
made to determine the extent of any capital defi-
ciency, it may proceed to divest control. Also, the
acquiror must arrange for payment, satisfactory to
QOTS, to ensure payment of any deficiency. Alter-

natively, the acquiror may immediately satisfy the
deficiency.

Contributed Capital

Savings associations may accept without limit the
following capital contributions:

Cash
Cash equivaents

Other high quality, marketabl e assets provided
they are otherwise permissible for the savings
associ ation.

Savings associations may accept assets that meet
the following three-part test and contribute them
up to 25 percent of core capital if the association
receives prior OTS approval.

The assets must be separable and capable of
being sold apart from the savings association
or from the bulk of the savings association’s
assets.

Savings associations must establish the market
value of the assets on an annual basis. In addi-
tion, savings associations must establish the
market value through an identifiable stream of
cash flows. In addition, there must be a high
degree of certainty that the assets will hold
their market value despite the future prospects
of the savings association.

The savings association must demonstrate and
document that a market exists that will provide
liquidity for the asset.

Generdly, it is not an accepted practice for sav-
ings associations to accept noncash capital
contributions other than those outlined above.
OTS policy requires that savings associations de-
duct from assets and capital the contribution of
noncash assets that do not meet the above stan-
dards for purposes of determining core capital.

Capital Distributions
FDICIA 8§ 38 prohibits an insured institution from

taking certain actionsif, asaresult, the institution
would fall within any of the three undercapital-
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ized capital categories. The prohibited actions
include the following:

Declare any dividends.
Make any other capital distribution.
Pay a management fee to a controlling person.

See 12 CFR § 565.4(b) and Thrift Activities
Handbook Section 120, Capital Adequacy, for
guidance regarding the capital categories.

A savings association permitted to make a capital
distribution under the prompt corrective action
regulations may do so in accordance with 12 CFR
Part 563, Subpart E - Capital Distributions. This
new rule was effective on April 1, 1999. The re-
vised capital distribution regulation incorporates
FDICIA’s capital distribution requirements and
imposes other limitations comparable to those
applicable to national banks.

Subchapter SDistributions

Distributions by a Subchapter S corporation are
dividends for regulatory purposes, including
prompt corrective action. This includes distribu-
tions intended to cover a shareholder’ s personal
tax liability for the shareholder’ s proportionate
share of the taxable income of the institution

OTS may restrict such distributions to sharehol d-
ersin amount or prohibit them in some instances.
There may be some cases where the amount of
dividends that shareholders would need to receive
to pay their personal income taxes would exceed
the amount of dividends allowable under 12 CFR
Part 563, Subpart E - Capital Distributions. It is
also possible for an association to be generating
taxable income in a period when the association is
reporting aloss or nominal income for financial
reporting purposes. This situation can arise, for
example, when an association takes a large provi-
sion for loan losses because of credit quality
problems but has not yet charged off specific
loans.

EMPLOYEE STOCK OWNERSHIP PLANS

It is customary for asignificant holder of a sav-
ings association’ s shares to be an Employee Stock

Ownership Plan (ESOP). An ESOP is an em-
ployee benefit plan. The Employee Retirement
Income Security Act of 1974 (ERISA) and the
Internal Revenue Code (IRC) of 1986 describe an
ESOP as a stock bonus plan, or combination stock
bonus and money purchase pension plan. ESOPs
invest primarily in an employer’ s stock, generally
by using tax deductible contributions made to the
ESOP under the terms of the plan. Other pension
plans normally limit the amount of the plan’s as-
sets allowable for investment in the employer’s
Ssecurities.

Federal legislation encourages the use of ESOPs
to help achieve two major objectives:

Broadening stock ownership of corporations
by employees.

Providing corporations with an additional
source of capital funds.

A plan and trust are the vehicles used to establish
an ESOP. The trustee is typically afinancial insti-
tution. There are over 100 savings associations
with trust powers. A savings association with trust
powers can be the trustee for its own ESOP and
the ESOPs of other employers.

After the establishment of the plan and the trust,
the employer periodically contributes to the
ESOP. The ESOP uses the contributions to pur-
chase stock of the employer and to pay
administrative and other expenses.

A common form of this type of benefit plan isthe
leveraged ESOP, whereby the sponsoring com-
pany forms atax-qualified ESOP trust. The ESOP
then borrows funds from alending institution to
acquire shares of the employer’s stock. The stock
may consist of outstanding shares, Treasury
shares, or newly issued shares.

The debt of the ESOP is usually collateralized by
the pledge of the stock to the lender. Also, thereis
either a guarantee or a commitment from the em-
ployer to make future contributions to the ESOP
sufficient to cover the debt service requirements.
There is a prohibition on the use of guarantees
during a stock conversion. In leveraged ESOPSs,
the employer provides contributions to repay the
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debt and pay administrative expenses associated
with the plan.

A suspense account under the control of the trus-
tee of the plan usually holds the stock shares.
Employees receive credit to their individual ac-
count when the trustee releases shares from the
suspense account. The trustee releases shares
from the suspense account as the ESOP repays the
loan.

An ESOP must be tax qualified in order for the
corporation’ s contribution to the plan to be tax
free. This means the plan must meet certain re-
guirements specified by the Internal Revenue
Code and is, therefore, subject to IRS examina-
tion. These requirements pertain to participation,
vesting, distribution, and other rules designed to
protect the interests of the employees.

Recognition of a deferred tax liability may occur
if a savings association contributes more than the
maximum percentage allowed for deduction in the
current year. Thisalows for an inter-period tax
alocation in afuture year. Further, ESOPs allow
for an above the line deduction for federal income
tax purposes. This consists of apre-tax deduction
for employer contributions to the ESOP. The de-
duction includes both the principal and interest on
the loan. Alternatively, if the ESOP is not lever-
aged, adeduction is allowable for the contribution
up to a certain maximum. The net effect of this
transaction is a reduction in operating income for
the tax year.

An ESOP aso may be a non-tax-qualified plan;
the corporation simply receives no tax benefits as
aresult. Attraction or retention of key, highly
compensated individuals often involves the use of
non-tax-qualified ESOPs.

An ESOP is subject to the provisions of the Em-
ployee Retirement Income Security Act of 1974
(ERISA) and is consequently subject to the rules
and regulations promulgated by the Department of
Labor.

ESOPs provide the following benefits:

Employees can acquire stock ownership in
their employer without having to invest their
own funds.

The employer can use the ESOP to generate
additional capital with tax-deductible dollars.

Shareholders of a closely held corporation may
benefit from creation of alarger market for
their stock.

Federal savings associations have the implied au-
thority to establish ESOPs, as they have the
authority to compensate their employees. State-
chartered savings associations also appear to pos-
sess the implied authority to establish ESOPs.
This question, however, is a matter of state law.
This also holds true for holding companies.

A savings association must establish and operate
an ESOP in a safe and sound manner. Section
563.47 requires savings associations establishing
employee pension plans to satisfy requirements.
Such requirements concern funding, amendments
for cost of living increases, and termination. In
addition, there are recordkeeping requirements for
plans not subject to the recordkeeping and report-
ing requirements of ERISA and the Internal
Revenue Code. The ruleis applicable to ESOPs
formed by service corporations as well.

A savings association, another financial institu-
tion with trust powers, or a service corporation
may administer or act as a trustee for an ESOP.
Some savings associations have service corpora-
tions that are separate trust companies; when this
isthe case, ESOPs are typically trusteed by those
service corporations.

Regulatory Restrictions and | ssues

Creation and structuring of ESOPs as an anti-
takeover device frequently occurs during conver-
sions. Discussion of three issues of particular
interest relating to ESOPs follows:

An ESOP may purchase no more than ten per-
cent of the stock offered in a conversion.
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Limitations exist in a conversion as to the
amount of stock that an individual may pur-
chase and as to the amount of stock that
management as a group may purchase. Anin-
dividua’s stock purchase limitations do not
include stock held in an ESOP. Thereis no ag-
gregation of the individual and ESOP stock
holdings. Stock held in an ESOP that is a man-
agement recognition or retention plan (MRP)
is non-tax-qualified. Include stock held in a
non-tax-qualified ESOP in determining the
overall limitation for management purchases
of conversion stock.

OTS continues to prohibit a savings associa-
tion, during a conversion, from extending its
own credit to finance the funding of any em-
ployee stock benefit plan. OTS also prohibits a
converting savings association from guarantee-
ing the debt incurred by the ESOP when it
borrows from another lending institution. The
major objective of the conversion processisto
raise new capital. To permit a savings associa-
tion to extend financing or to guarantee debt of
the ESOP would be inconsistent with that ob-
jective. OTS requires a savings association to
service the debt of the ESOP and reserves the
right to disapprove a plan that is unredlistic in
view of historical performance. In addition,
substantial conversions could involve viola-
tions of ERISA if not done properly.

Transactions with Affiliates

Savings associations are subject to 88 563.41 and
563.42. These rulesrestrict and prohibit certain
transactions with affiliates. In many cases, ESOPs
are affiliates because the trustees are also direc-
tors, partners, or trustees of the savings
association or its holding company. In some
cases, an ESOP is an affiliate because of other
control. For example, the ESOP may own, con-
trol, or have the power to vote 25 percent of a
class of voting securities of the holding company
or savings association. If the ESOP is an ffiliate,
the savings association may not make aloan,
guarantee, or other extension of credit to the
ESOP. Thisis because the collateral requirements
of 8 563.41(c) would be difficult, if not impossi-
ble, to meet. The securitiesissued by an affiliate
of the association are not acceptable as collateral
for aloan or extension of credit to, or guarantee,

acceptance, or letter of credit issued on behalf of
the affiliate.

Despite this limitation, the funding of most
ESOPs does not raise concerns. Typically, most
ESOPs receive funding by aloan or guarantee
from the holding company, as opposed to the sav-
ings association itself. A loan by the holding
company is not a covered transaction under the
affiliate regulations. Refer to Handbook Section
380 for further details on Transactions with Af-
filiates.

Compliance with ERISA

ERISA imposes complex requirements upon sav-
ings associations acting as trustee or in other
fiduciary capacities for ESOPs, and severe penal -
ties can result from statutory violations. In
addition, the savings association, as the employer
or plan sponsor of its own employees’ retirement
plan, isaparty in interest pursuant to ERISA.
Thisisthe case whether or not the savings asso-
ciation isthe trustee. Almost without exception,
all transactions involving the purchase or sale of
an asset of the plan to or from the savings associa-
tion, any affiliate, officer, or employee are subject
to the provisions of ERISA. There are only certain
narrowly defined exemptions. The plan sponsor
or its administrative committee may be subject to
reporting, disclosure, and plan design require-
ments. There are aso a number of other
responsibilities under ERISA if the savings asso-
ciation is acting astrustee or in afiduciary or
similar capacity.

Risk to Savings Association as Employer or
When Acting as Trustee

Most of the responsibility for administration lies
with the trustee, and there consequently islittle
risk to the savings association when it uses an
outside trustee. However, the plan and trust estab-
lishing the ESOP stipulate the respective rights,
duties, and obligations of the employer and trus-
tee. For example, the employer normally keeps
records on the number of persons employed. The
employer may be subject to liability under ERISA
if it violates any of its duties or obligations.
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Acquisition of Control

No company, including an ESOP trust, may ac-
guire control of a savings association or holding
company without the prior written approval of
oTS.

Valuation of Savings Association Stock

Shares of apublicly held savings association
where fair market value is recognizable in an ac-
tively traded market generally do not raise
problems. Difficulties may arise with closely held
savings associations; the stock is not marketable
and the ESOP creates but alimited market. IRS
Ruling 59-60 outlines major principles of stock
valuation; one of the principles requires the use of
an independent appraiser.

Repurchase Liability

At separation or retirement, employees generally
want cash for their shares of stock. The law re-
guires an employer to redeem the sharesif thereis
no readily available market for them. The issue of
cash availability can become a critical onefor a
small, privately held savings association. The
ESOP repurchase liability isthe savings associa-
tion’s continuing obligation to repurchase its
stock from former ESOP participants and their
beneficiaries. The savings association should per-
form a careful analysis of the magnitude of the
obligation and include it in the financial planning
process if necessary to ensure that enough cash is
available.

Accounting

The present accounting for ESOPs comes from a
project undertaken by the Accounting Standards
Executive Committee (AcSEC), which resulted in
Statement of Position 93-6 (SOP 93-6, Employ-
ers’ Accounting for Employee Stock Ownership
Plans). This SOP provides guidance on employ-
ers’ accounting for ESOPs. The SOP appliesto all
employers with ESOPs (both leveraged and
nonleveraged). It does not address reporting by
ESOPs. Thereisadiscussion of financial report-
ing by ESOPs in the AICPA Audit and
Accounting Guide: Audits of Employee Benefit
Plans.

The necessity for SOP 93-6 is due to the great
expansion in the number of ESOPs, their in-
creased complexity, plus revised laws by
Congress concerning ESOPs. In addition, the In-
ternal Revenue Service (IRS) and the U.S.
Department of Labor (DOL) issued many regula-
tions covering the operation of plans. These
actions caused changes in the way ESOPs operate
and the reasons for their establishment.

SOP 93-6 brought significant changes in the way
employers report transactions with leveraged
ESOPs. Although SOP 93-6 did not change how
employers with nonleveraged ESOPs account for
ESOP transactions, it contains guidance for
nonleveraged ESOPs.

The following paragraphs summarize significant
accounting rules applicable to employer’s ac-
counting for ESOPs.

Leveraged ESOPs

Employers should report the issuance of new
shares or the sale of treasury sharesto the
ESOP when the issuance or sale occurs. Also,
employers should report a corresponding
charge to unearned ESOP shares, a contra
equity account.

For ESOP shares committed for releasein a
period to compensate employees directly, em-
ployers should recognize compensation cost
equal to the fair value of the shares committed
for release.

For ESOP shares committed for releasein a
period to settle or fund liabilities for other em-
ployee benefits, employers should report
satisfaction of the liabilities when the em-
ployer commits to release the shares to settle
the liabilities. Other employee benefitsinclude
an employer’s match of employees 401(k)
contributions or an employer’s obligation un-
der aformula profit-sharing plan. The use of
an ESOP has no bearing on the recognition of
compensation cost and liabilities associated
with providing such benefits to employees.

For ESOP shares committed for release to re-
place dividends on allocated shares used for
debt service, employers should report satisfac-
tion of the liability to pay dividends when the
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ESOP commits for the release of shares for
that purpose.

Employers should credit unearned ESOP
shares as they commit shares for release based
on the cost of the shares to the ESOP. Em-
ployers should charge or credit to additional
paid-in capital the difference between the fair
value of the shares committed for release and
the cost of those shares to the ESOP.

Employers should report dividends on unallo-
cated shares as a reduction of debt or accrued
interest payable or as compensation cost. The
use of the dividend for either debt service or
payment to participants determines the form of
accounting entry. Employers should charge
dividends on allocated sharesto retained earn-
ings. They should make satisfaction of
dividends payable by:

% Contributing cash to the participant ac-
counts.

¥ Contributing additional shares to partici-
pant accounts.

% Releasing shares from the ESOP’ s sus-
pense account to participant accounts.

Employers should report redemptions of ESOP
shares as purchases of treasury stock. Employ-
ers should also report redemption of shares of
leveraged and nonleveraged ESOPs as pur-
chases of treasury stock. Employers must give
a put option to participants holding ESOP
shares that are not readily tradable. When par-
ticipants exercise a put option, employers must
repurchase the shares at fair value. The put op-
tion requirement applies to both leveraged and
nonleveraged ESOPs.

Employers that sponsor an ESOP with adirect
loan (aloan made by alender other than the
employer to the ESOP) should report the obli-
gations of the ESOP to the outside lender as
liabilities. Employers should accrue interest
cost on the debt. They should report cash pay-
ments made to the ESOP to service debt as
reductions of debt and accrued interest payable
when the ESOP makes payments to the outside
lender. Apply thisrule regardless of whether
the source of cash is employer contributions or
dividends.

Employers that sponsor an ESOP with an indi-
rect loan (loan made by the employer to the
ESOP with arelated outside loan to the em-
ployer) should report the outside loan as a
liability. Employers should not report aloan
receivable from the ESOP as an asset and
should not recognize interest income on such
receivable. Employers should accrue interest
cost on the outside loan and should report loan
payments as reductions of the principal and
accrued interest payable. Employers do not
recognize in the financial statements contribu-
tions to the ESOP or the concurrent payments
from the ESOP to the employer for debt ser-
vice.

Employers that sponsor an ESOP with an em-
ployer loan (no related outside loan) should
not report the ESOP’ s note payable and the
employer’ s note receivable in the employer’s
balance sheet. Accordingly, employers should
not recognize interest cost or interest income
on an employer loan.

For earnings per share computations, consider
ESOP shares committed for rel ease as out-
standing. ESOP shares are not outstanding if
there is no commitment for release.

Nonleveraged ESOPs

Employers with nonleveraged ESOPs should
report compensation cost equal to the contri-
bution called for in the period under the plan.
M easure compensation cost as the fair value of
shares contributed to or committed for contri-
bution to the ESOP as appropriate under the
terms of the plan.

Employers with nonleveraged ESOPs should
charge dividends on shares held by the ESOPs
to retained earnings. An exception is that em-
ployers should account for suspense account
shares of a pension reversion ESOP in the
manner described in SOP 93-6 for leveraged
ESOPs.

Account for the redemption of shares of a
nonleveraged ESOP in the same manner as
that required for aleveraged ESOP. Employers
must give a put option to participants holding
ESOP shares that are not readily tradable,
which on exercise requires employersto re-
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purchase the shares at fair value. The put op-
tion requirement applies to both leveraged and
nonleveraged ESOPs. Employers should report
the satisfaction of such option exercises as
purchases of treasury stock. (Seethe prior dis-
cussion of redemptionsin the leveraged
ESOPs section.)

Treat all shares held by a nonleveraged ESOP
as outstanding in computing the employer’s
earnings per share, except suspense shares of a
pension reversion ESOP. Treat shares of a
pension reversion ESOP as outstanding until
making commitment for release for alocation
to participant accounts. Different rules al'so
apply if anonleveraged ESOP holds converti-
ble preferred stock.

Consult SOP 93-6 for a comprehensive discussion
of rules applicable to employers' accounting for
ESOPs.

FOREIGN OWNERSHIP

The Federal Reserve requests that OTS provide
information on foreign ownership of savings as-
sociations and savings and loan holding
companies. You have special responsibilities re-
garding the foreign ownership of savings
associations. These responsibilities include com-
pletion of the foreign investment form in
Appendix A. Do not include ownership by foreign
citizens who have maintained at |least five years of
permanent U.S. residency. Determine the country
of ownership from the highest tier of ownership.
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Capital Stock and Ownership
Program

Examination Objectives

Identify and determine the nature of ownership and control of the savings association.

Determine whether any individual has exerted a detrimental influence through ownership or control.
Determine if adequate physical safeguards for stock certificates and ownership records are in place.

Determine compliance with applicable laws, rulings, regulations, and any expressed agreements with OTS,
FDIC, or state regulators.

Determine the adequacy of the savings association’s policies, procedures, and controls related to capital
stock.

Review securities filings for information of a supervisory interest and report results of the review to Business
Transactions Division (BTD). Include the OTS number in all correspondence.

Determine if a savings association prudently administers an Employee Stock Ownership Plan (ESOP).

Initiate corrective action when deficiencies exist that could affect safety and soundness, or when you note
significant violations of laws or regulations other than securities violations.

Examination Procedures

Level | WKkp. Ref.

1 Determine through discussions with management and other appropriate verification
methods, if management has taken corrective action relative to:

Prior examination report comments and prior examination exceptions.
Internal and external audit exceptions.

Any enforcement/supervisory actions and directives.

2. Summarize information from securities offering filings, directors' minutes, audit reports,
and other sources pertaining to any new issuance of capital stock (including the payment
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Wkp.Ref.

of stock dividends), notes, subordinated debentures, and other capital instruments. File
the information within the continuing examination file (CEF), if applicable.

3. Either you or the regional office should make a brief review of the Forms 10-K, 10-Q,
10-KSB, 10-QSB and any other Exchange Act reports. (See Appendix B.) Compare the
Exchange Act reports to TFRs, other reports, information, and documents relating to the
savings association that are available. Immediately report any material discrepancies
between the disclosures contained in the Exchange Act reports and information known to
the regional office. The regional office should inform BTD and the Accounting Policy
Division (APD) by e-mail.

4, Carefully review al transactions involving Treasury stock. Determine whether the board
of directors' actions adequately supports Treasury stock transactions. Consider whether
transactions have a detrimental effect.

5. Update the CEF, if applicable, with the Schedule of Stockholders (PERK 014).
Alternatively, summarize the following information for each director and director’s
interests, officer, attorney, partner, and all other stockholders who own or control five
percent or more of the savings association’s stock:

Number of shares.

Percent to total outstanding.

Stock certificate number (optional).
Issuing price (optional).

Date of issue (optional).

Confirm the timely reporting of changesin ownership on Forms 3, 4, 5 or Schedules
13D or 13G by companies subject to the Exchange Act.
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10.

11.

Determine stock concentration by noting the total number of shareholders along with the
number of shares outstanding. Report foreign ownership to the Board of Governors of the
Federal Reserve System. Use the form for Foreign Ownership in U.S. Savings and Loan
Associations and Savings and Loan Holding Companies, Appendix A.

If the savings association elected S Corporation status since the last examination, perform
the following procedures:

Review the association’s eligibility for the election.

Review shareholder agreements regarding stock transfers which management will
use to maintain compliance with the eligibility requirements.

Verify that management has a method for monitoring ongoing compliance with S
Corporation €ligibility requirements.

Confirm that management periodically test and review the method for monitoring
compliance.

Review whether the institution has realistic expectations about its ability to increase its
capital while maintaining its S Corporation status.

Determine whether the association’ s management and sharehol ders understand that
limitations may exist on the ability of an S Corporation to pay dividends.

Determine whether management understands the overall effect of any potential dividend
distribution limitations on an S Corporation.

Review proxy records from the last election of the directors. |dentify anyone who has
controlled the election of the board through proxies.
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12.

13.

14.

15.

Wkp.Ref.

On the basis of information obtained in procedure No. 5 and review of shareholder and
related information, consider:

Whether there was a change in control in the association. If yes, determineif BTD
received the information, and if not reported, provide detailsto BTD for a
determination of needed disclosures.

Whether ownership, or change in control, of the savings association has
significantly affected the savings association’ s operating policies or mode of
operations to the detriment of the savings association.

ERISA and IRS rules and regulations are complex. Accordingly, you should request the
ESOP administrator in the savings association to provide evidence that specialist legal
counsel assistsin helping to maintain the plan in compliance with all applicable rules and
regulations. Y ou should request the ESOP administrator to provide evidence that the
savings association is able to meet its repurchase liability. The ESOP administrator also
should support the stock valuation of closely held savings associations.

From areview of plan documents or other appropriate sources, determine the duties and
responsibilities of the savings association regarding its ESOP. Ascertain whether the
savings association is satisfactorily performing its duties and responsibilities. If the need
for expert adviceis apparent, you should recommend that the savings association obtain
the advice of an ESOP legal specialist. (Note: Section 620 of the Trust & Asset
Management Handbook contains additional examination proceduresif the savings
association or its service corporation is acting as trustee, or serving in afiduciary or
similar capacity.)

If the savings association established an ESOP in conjunction with a conversion,
determine if the ESOP purchased ten percent or more of the stock offered in the
conversion.
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16.

17.

18.

19.

20.

21.

Determine if the savings association aggregates stock held in the ESOP with an
individual’s purchase limitations.

Determine if during a conversion the savings association extended its own credit to
finance the funding of the ESOP. Also determine if during a conversion the savings
association guaranteed the debt incurred by the ESOP when borrowing from another
savings association.

Determine if the ESOP is an affiliate or an affiliated person. If so, verify that transactions
such as loans and other financing arrangements with the savings association are
consistent with OTS and FRB restrictions and prohibitions. (12 CFR 88 561.5 and 563.43
and Federal Reserve Act 88 23A and 23B.)

Determine if an ESOP trust acquired control of the savings association or an S& L
holding company. If so, verify OTS approval of the acquisition of control, as required by
§574.3.

Summarize pertinent information relating to stock option plans and ESOPs and file in the
CEF, if applicable.

Review Level 1l procedures and perform those necessary to test, support, and present
conclusions derived from performance of Level | procedures.

Level Il

22

Ensure that capital distributions are of the type and in the amount permitted by Part 563,
Subpart E — Capital Distributions.
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23.  For savings associations subject to the Exchange Act, determine whether the savings
association makes timely required filings. If not, contact the regional office or BTD.

24. If the savings association acts as its own transfer agent or registrar, examine the records
pertaining to stock certificates to ensure controls are adequate to prevent over issuance of

stock.

25. Ensure that your review meets the Objectives of this Handbook Section. State your
findings and conclusions, and recommendations for any necessary corrective measures,
on appropriate work papers and report pages.

Examiner’'s Summary, Recommendations, and Comments
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Appendix A: Capital Stock and Ownership Section 110

Foreign Ownership in U.S. Savings and Loan Associations
and Holding Companies

Circle one: Announced Applied Approved Consummated

S& L/S&LHC Name & Docket Number:

Address

Date of Acquisition:

Citizenship or Country of Incorporation of Investor:

Investor Name (company number), Address (City and Country)

Ownership percent (*if controlling ownership)/percent of ownership added:

/

Source of Information: (circle one)
Securitiesfiling S&LHC Application Change of Control Notice
Stockholder Register Newspaper (send a copy) Other (identify)

Please attach any additional pertinent information.

This form was prepared by

Name Telephone
OTS Region Date Prepared
Send this form to:

Brenda Harris, Stop N-401

Micro Statistics Section

Division of Research and Statistics

Board of Governors of the Federal Reserve System
20™ St. and Constitution Ave., N.W.

Washington, D.C. 20551

File a copy in the examination workpapers and send a copy to the OTS Director for Financial Reporting,
Research and Analysis.
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WASHINGTON AND REGIONAL PROCESSING OF EXCHANGE ACT FILINGS
Background

Savings associations must provide full, fair, accurate and complete information regarding their business and
financial condition to the investing public to avoid potentia liability under the anti-fraud rules of the federal
securities laws. It is essential to the supervisory efforts of the regiona offices that regulators be aware of criti-
cal information disclosed in filings.

The Business Transactions Division (BTD) of the Office of Chief Counsel and the Accounting Policy Division
(APD) of the Office of Supervision review Exchange Act and securities offering filings of savings associations
for compliance with the Exchange Act and OTS regulations. Also, BTD, upon request, assists the SEC by
reviewing filings of savings and loan holding companies referred by the SEC.

Coordination between regional and Washington staff is essential to ensure that savings associations fulfill their
obligations to make full, fair, accurate, and complete representations to the public about their financial condi-
tion and operations. Reliable public disclosure and market integrity for saving association’s securities are key
to the savings association industry’ s capital-raising process.

General Procedures

Each quarter BTD furnishes to the regiona offices alist of savings associations registered under the Exchange
Act, and the BTD attorney assigned to each association. The specific BTD attorney reviews and examines al
of that savings association’s Exchange Act reports and any offering circularsit may file.

The regiona office should contact the appropriate BTD attorney or an APD accountant whenever questions
arise with respect to a particular savings association’s disclosure obligations. Also, the regional office should
contact BTD by telephone or e-mail whenever information comes to their attention that potentialy affects such
obligations.

The responsibility for reviewing disclosure documents filed by savings associations for compliance with the
Exchange Act and the OTS securities offerings regulations rests with BTD. BTD also is responsible for issu-
ing comment |etters relating to a particular filing. Further, BTD is responsible for resolving legal, disclosure,
and accounting questions that may arise under the Exchange Act and 12 CFR Parts 563b, 563d, and 563g.

APD performs accounting reviews for the non-transactional Exchange Act filings that contain financia state-
ments. APD is primarily responsible for accounting reviews of the following forms: 8-K, 10, 10-SB, 10-K, 10-
KSB, 10-Q, 10-QSB, 12b-25, G-12, applications for conversions, applications for conversions with mergers,
and applications for mutual holding company conversions. The BTD staff is primarily responsible for account-
ing reviews for secondary offering circulars, mergers, and subordinated debt.

Both APD and BTD closely review examination reports and other supervisory communications in connection
with their review of securities filings to ensure appropriate disclosuresin the filings. APD and the appropriate
BTD attorney or supervisor coordinate to secure resolution of novel and precedential accounting issues.

The APD generally issues accounting comments in conjunction with comments issued by BTD on the Ex-
change Act filings for which it has primary responsibility. Otherwise, BTD provides to the savings association
or other filing party all comments relating to the accuracy, adequacy, and timeliness of Exchange Act filings
made with OTS. APD and the regional office receive copies of al comments and responses to comments BTD
issues. BTD and the regional offices receive copies of all comments the APD issues and reviews.
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The APD maintains a shared electronic file of all comments on filings that is accessible by BTD and each re-
gional accountant or a designee. The shared file ensures that each office is aware of each other’ s findings and
can determineif there is a need for a supervisory response. BTD, APD, and the regiona office must be aware
of problems that require disclosure in filings. The latter must also be aware of BTD and APD comments, and
responses to those comments.

BTD (and APD as appropriate) will resolve all issues regarding a savings association’s compliance with BTD
and APD comments. Also, BTD will resolve any necessary enforcement or other actions regarding compliance
with filing requirements. In some instances, BTD or APD may seek the assistance of aregional office in ob-
taining savings association compliance with comments.

BTD and APD must rely on regional regulators to observe and report events that may affect Exchange Act
disclosures, particularly events raising significant supervisory concerns. Regional regulators, therefore, must
have a general knowledge of the content of a savings association’s securities filings.

Time Requirements

For areport to be timely, OTS must receive a properly filed report by the required date. The mailing or post-
marking of areport on the last day on which areport isto be filed does not congtitute atimely filing.

A savings association may receive an extension of time to file areport if the savings association follows the
procedures described in the regulations and satisfies all of the requirements of an extension. Exchange Act
Rule (17 CFR § 240) 12b-25 contains genera provisionsto follow if a savings association fails to file within a
prescribed time frame all or portion of an Exchange Act periodic report. If a savings association fails to sub-
mit a complete required Exchange Act periodic report within the prescribed time period it must file a Form
12b-25. The savings association must file Form 12b-25 no later than one business day after the due date of
such report. The association must disclose its inability to file the report on atimely basis and the reasons why
in reasonable detail, and otherwise comply with all other requirements of Rule 12b-25. Among other things,
the savings association must represent in the Form 12b-25 that it cannot eliminate the reasons for the delay
without unreasonable effort or expense. The savings association also must represent that it will make the filing
within the period of the extension.

Rule 12b-25 provides for a 15-day extension for a Form 10-K or 10-KSB and a 5-day extension for a Form
10-Q or 10-QSB. Such extensions are available only upon an appropriate filing with BTD. They are available
only for one 15- or 5-day period as appropriate for the type of filing and, as such, no additiona extensions of
time are available under the regulations.

If appropriate, a savings association may represent its failure to file atimely prescribed report because it is
unable to file the report without unreasonable effort or expense. Generally, late reports satisfy prescribed due
dates only if the savings association meets all conditions of the rules.

When a savings association is unable to file areport on time, it should promptly consider its general public
disclosure obligations. The savings association should determine whether it is appropriate to issue a press re-
lease to advise its stockholders and the public markets of material information pertaining to the savings asso-
ciation. The savings association should file late material under cover of Form 8-K. In thisregard, savings as-
sociations may wish to contact BTD or submit awritten statement of the reasons for the delinquency. The
statement should include a description of the steps the savings association is taking to come into compliance
with the reporting requirements.
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Regional Procedures

Securities oversight of savings associationsiis critically important. Regional regulators must aert the BTD
attorney responsible for the particular savings association in question, to all supervisory or other regulatory
information that affects or may potentially affect securities law disclosure obligations. This reporting may be
through e-mail. The use of e-mail provides more time for both the regiona and BTD reviews. Also e-mail fa-
cilitates the maintenance of the comments in a shared electronic file that is available to the regions, BTD, and
APD.

The regional office should provide to the appropriate BTD attorney and APD copies of al nonroutine corre-
spondence to and from the savings association. Further, the regiona office should provide copies of documents
and internal memoranda that may contain information relevant to a savings association’ s disclosure obliga-
tions. The BTD attorneys and APD review thisinformation to ensure that savings associations promptly com-
ply with all disclosure obligations.

Achievement of successful supervision of savings association securities responsibilities requires uniformity
and consistency of action. Regional personnel and BTD shall coordinate supervisory approach prior to initiat-
ing discussions with savings associations regarding requests for additional information or requiring corrective
action under the Exchange Act. Should it become necessary, BTD will inform Enforcement of Exchange Act
or securities offering problems needing enforcement attention.

Regional office personnel are responsible for contacting holding companies that are not filing Form H- (b)11
asrequired. Theinclusion of SEC filingsin Form H-(b)11 does not mean that OTS necessarily hasarolein
performing disclosure review of those documents. Regional regulators should provide any commentsto BTD
for al securities filings that the holding companies provide and send BTD related correspondence and exami-
nation reports upon request.

Regional personnel aso should refer all comments or discovery of material information regarding savings and
loan holding companies that are subject to Exchange Act filing requirementsto BTD. BTD and APD will as-
sess the materiality of the information for purposes of securities law obligations and will work with the re-
gional personnel in deciding an appropriate response under the circumstances. BTD and APD aso will assess
the information to determine whether areferral to the SEC is appropriate.

Y ou should report information concerning accounting or reporting problems that may affect the Thrift Finan-
cia Report (TFR) to the Financial Reporting Division (FRD), Dallas, TX. The staff of the FRD in Washing-
ton, DC can answer questions and provide advice concerning the correct completion of TFRs. Institutions may
correct TFRs that are |ess than five months old.

The regional office should determine if savings associations provide timely periodic Exchange Act filings. The
regiona office should maintain a schedule for each regional Exchange Act registered savings association indi-
cating the due dates of all Exchange Act filings. This Handbook Section lists all common required filings and
their respective time requirements. Regional offices should use this information to set up the schedules. BTD
and the APD maintain similar schedules and may assist the regional officesin setting up these schedules.

Savings associations must file required reports within prescribed time frames. Before the regional office con-
tacts a savings association to inquire about a missing filing they should first check with the assigned BTD at-
torney to determine if BTD has the filing. In certain instances a savings association may explain alate filing
by filing Form 12b-25. Depending on circumstances, this filing may alow a short extension of time to file cer-
tain reports. In addition, a savings association may inadvertently file reports with either BTD or the region, but
not both. In such acase, BTD will direct the savings association to immediately file reports as required by the
regulations, including Parts 563d and 563g.
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Failure to file required reports on atimely basis may indicate deeper problems at a savings association. When
regional regulators become aware of serious problems with aregistrant savings association, they should imme-
diately dert the BTD attorney and the APD by e-mail.

Regional staff should quickly and promptly review al filings related to savings associations and holding com-
panies to discover any information of supervisory interest. Regional staff should not rely on BTD for this su-
pervisory review. Further, regional staff should not duplicate the work of BTD in reviewing filings for compli-
ance with the Exchange Act and Parts 563b, 563d, and 563g of the OTS regulations. If regulators read the
filings promptly they may find serious problems disclosed in filings months before they would otherwise find
them. A quick and timely review of filings may result in more timely initiation of a supervisory response that
may reguire a restatement of earnings and financial position. In addition, the timely review of filings may lead
to enforcement action such as cease and desist, removal and prohibition, or receivership.

After areview of any filing, regiona personnel should prepare a brief memorandum to BTD and the APD de-
scribing the review and any related problems. The regional office should promptly provide this memorandum
viae-mail to BTD and APD who will include the information in the shared electronic file. If necessary, BTD
and APD will prepare and issue a comment letter concerning disclosure problems to the savings association.

The regiona office prepares a memorandum to inform BTD and APD that areview is complete. Also, if perti-
nent, the memorandum discloses the possible existence of supervisory concerns and corrective actions that the
regional office recommends. If the regional office notes problems, the filing will receive high priority. In the
absence of problems noted, the filing will likely receive alower review priority.

When a savings association files an offering circular pursuant to Part 563g, BTD generally issues an initial
comment letter on the filing within 14 calendar days of the filing date. This comment letter will generally in-
clude comments from the BTD attorney assigned to the savings association. Accordingly, regiona staff should
review offering circulars and provide any relevant information viae-mail to BTD within ten calendar days of
filing. Satisfying thistime frame will alow BTD to consider such information within the initial review period.

Critical to an effective OTS oversight role is the certainty that regional personnel are thoroughly familiar with
the current financial and operational condition of savings associations. Knowledgeable regiona personnel
promptly review filings for supervisory concerns, and communicate any concernsto BTD and APD. A critical
component in BTD’ s Exchange Act oversight role is ensuring correction, as soon as possible, of any informa-
tionin apublic filing that is inaccurate, mideading, or incomplete. For this reason, regional regulators should
promptly review upon receipt % Exchange Act filings, offering circulars, and applications for conversion. Re-
giona personnel should provide relevant supervisory information to BTD and the APD when practicable,
rather than wait until completion of the next examination report.

Regiona regulators also should be aware of significant events that have occurred requiring the filing of a cur-
rent report on Form 8-K. Theregiona directors aso should determine if the filing is timely. Consult with a
BTD attorney if there is question regarding the necessity of making afiling.

Filers must properly file and receive BTD clearance of proxy-soliciting materials, (or information statements,
when applicable), before distribution to stockholders. Regional regulators should note these required steps. In
addition, while not necessary, regional regulators may review proxy materials. If they do review proxy mate-
rial, they should notify BTD and APD immediately by e-mail if they believe any proxy documents contain a
material misstatement or omit any material information.

Regiona regulators should aso be alert to changes in the majority of a savings association’s board of directors
resulting from actions other than a meeting of the stockholders. Regional regulators should promptly consult
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with BTD if questions arise regarding a change in the majority of aboard of directors. Also, regional regula-
tors should immediately notify BTD should problems arise.

Regional regulators should identify any savings associations with assets of more than $5 million that have 300
or more shareholders and a class of stock not registered under the Exchange Act. Also, regiona regulators
should identify formerly registered savings associations. Interpretive questions sometimes arise as to the mean-
ing of “held of record” or “class’ and regional regulators should refer these questionsto BTD. If it appears
that a savings association should have registered its stock under the Exchange Act, the regional office should
advise BTD. The trigger for thisinquiry is 300 shareholders because:

Although 500 shareholders triggers registration under the Exchange Act, the number of shareholders may
have increased to 500 or more since the last verification.

Three hundred shareholders triggers deregistration.

Finally, regional regulators should notify savings association officers and directors of their responsibilities to
file reports (with BTD in Washington and the regional office) relating to their ownership in the savings asso-
ciation’s securities. The rules in this area can be extremely complex and there is a large body of judicia prece-
dent dealing with this area. Refer questions regarding interpretation to BTD. Savings association officers, di-
rectors and five percent or greater shareholders have ownership and transaction reporting requirements under
the Exchange Act. The Exchange Act requires this information on Forms 3, 4, or 5 and Schedule 13D or 14G.
Regional regulators should encourage those under obligation to file to consult with their own counsel regarding
their filing responsibilities.

A critical component to the implementation of a quality securities oversight function is that any material in-
formation on a particular savings association be transmitted to BTD as soon as possible. Regional regulators
should contact the appropriate BTD attorney and APD accountant to report information or discuss disclosure
issues as needed. Initiate contact while an examination is ongoing, or anytime, not just at the completion of the
examination report.

Section 563d.2 of the OTS regulations requires savings associations to file with BTD six copies of certain re-
ports and related correspondence. Savings associations must also file one copy of the report and related corre-
spondence with the appropriate regiona office. BTD provides a copy of the reportsto the APD.
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CHAPTER: Capital
SECTION: Capital Adequacy

Section 120

INTRODUCTION

One of the most important objectives for regula-
tory personnel isto evaluate the adequacy of a
thrift’s capital. The level of capital maintained
bears heavily on the overall condition of the thrift.
Capital provides protection to depositors, credi-
tors, and the Federal Deposit Insurance
Corporation (FDIC) insurance fund. It is impor-
tant in maintaining public confidencein
individual thrifts and the entire financial system.
Capital allows thrifts to absorb unexpected losses
and remain viable. The level of capital should be
commensurate with the risks a thrift assumes and
should be sufficient to provide for future growth.

The Prompt Corrective Action (PCA) provisions
of the Federal Deposit Insurance Corporation Im-
provement Act of 1991 (FDICIA), require the
federal banking agencies to impose mandatory
sanctions on undercapitalized institutions and au-
thorizes the agencies to impose prescribed and
discretionary sanctions on significantly under-
capitalized ingtitutions. FDICIA also establishes
the presumption that critically undercapitalized
savings associations will be placed into receiver-
ship or conservatorship.

This Section of the Handbook offers guidance for
ascertaining whether athrift has policies and pro-
cedures for determining and maintaining an
adequate level of capitalization.

Capital Planning

Capital planning is an important aspect of man-
agement. Managers and directors should attempt
to anticipate capital needs and provide for the
maintenance of adequate capitalization. Although
regulatory requirements establish minimum capi-
tal requirements for thrifts, well-managed thrifts
typically operate with capital in excess of these
requirements. The board of directors should target
aminimum capital level for the thrift consistent
with itsrisk profile.

Good capital planning is dynamic. Management
should formulate plans for the growth, mix, con-
centration, and effective management of assets
and liabilities. A good plan sets forth specific
strategies by which management intends to
achieve established goals. Strategies that may be
used to increase capital include:

Changing the mix of assets and liabilities to-
ward alessrisky orientation;

Reducing asset size or slowing asset growth;

Increasing earnings retention through the re-
duction of dividend payments,

Improving profitability;

Issuing capital securities (e.g., common or
preferred stock), subordinated debt or manda-
tory convertible debt;

Converting from mutual to stock form; and
Merging.

PCA reguires the OTS to order undercapitalized
savings associations to undertake one or more of
these actions and provides express authority for
OTSto require savings associations to undertake
other remedial or prudential actions.

Capital plans submitted due to capital standards
failure must satisfy certain requirements. Capital
plans under the Home Owners' Loan Act of 1933
(HOLA), and “Capital Restoration Plans’ under
PCA (collectively, “capital plans’), may be sepa-
rate documents or part of athrift’s overall
strategic business plan. These are discussed in the
Thrift Bulletin (TB) 36 seriesand in the PCA dis-
cussion later in this chapter.
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Capital Adequacy Factors

Both in capital planning by the thrift and in regu-
latory analysis, careful consideration should be
given to the factors that may affect capital ade-
guacy. Capital adequacy cannot be determined
solely on the basis of a numeric formula or stan-
dard. Regulatory minimum capital requirements
are not a proxy for analysis of the adequacy of an
institution’s capital position. This philosophy was
officialy recognized within the thrift industry in
conjunction with the passing of the Competitive
Equality Banking Act of 1987 (CEBA), and the
Financial Institutions Reform, Recovery and En-
forcement Act of 1989 (FIRREA), in which the
Congress explicitly gave OTS the power to exer-
cise discretion with respect to imposition of
higher required capital levelsfor individual
thrifts.

The following factors should be viewed in con-
junction with an overall analysis and
understanding of the thrift, as well as of financial
institutions in general. However, thelist isby no
means all-inclusive. It isintended to give the
reader an overview, rather than provide an ex-
haustive study. Following isabrief discussion of
each of the mgjor factors that influence the need
for capital.

Supervision and Administration by the Board of
Directors and Management

The effectiveness and quality of associations
managers and directors are key factorsin evaluat-
ing capital adequacy. Together, the managers and
directors must ensure that the thrift has the proce-
dures, policies, and internal controls and reporting
systems necessary to provide for the safe and
sound operation of the thrift. The board of direc-
tors must ensure that the thrift has competent
managers. The board of directors and manage-
ment should work together as ateam, but they
must also understand their distinct roles and re-
sponsibilities. The directorate remains ultimately
responsible for the conduct of the thrift's affairs
and provides independent checks and balances
over management.

Earnings Performance

Profitability isafundamental component of capi-
tal analysis, asit isakey indicator of the extent to
which retained earnings can be relied upon as a
source of new capital. Retained earnings are af-
fected by profitability and dividends.

Earnings performance should be sufficient to sup-
port the maintenance or growth of capital
commensurate with the thrift’ s asset growth goals,
bal ance sheet composition, and overall operating
policies. It is asimportant to evaluate future earn-
ings potential asit isto evaluate past
performance. The regulator should be sensitiveto
the stability and quality of the earnings stream,
and to bottom-line performance.

Balance Sheet Composition

The amount of capital required isafunction of the
risks associated with the composition and mix of
assets and liabilities. The need for capital corre-
lates to the risk inherent in the specific assets and
liabilities, and to the use of assets and liabilities

in selected business strategies.

Off-Balance-Sheet Activities

Off-balance-sheet activities should be examined
to determine risk exposure and risk concentra-
tions. Each source of risk must be viewed in light
of its contribution to portfolio risk and the ability
of management to administer it. It isimportant for
management to be aware of these sources of risk,
including the association’s credit risk exposure
under recourse obligations. Management must
implement controls and procedures to identify,
monitor, and manage the corresponding risks. Ma-
jor off-balance-sheet risksinclude credit, interest-
rate, and market risks, aswell as pending litige-
tion.

Asset Quality/Credit Risk

The overall mix of risksin assets composing the
balance sheet is a key determinant in evaluating
capital adequacy. One must also consider the ex-
tent to which individual assets exhibit serious
weaknesses or potential loss of value. Anindica
tor of asset quality problemsis the amount of
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assets subject to adverse classification and the
relative severity of those classificationsin rela
tionship to capital. Delinquency and foreclosure
trends, the level of nonaccrual or nonperforming
loans, bond ratings, and market depreciation of
securities also are indicators of asset quality. Spe-
cific consideration should be given to the future
effect on capital of continuing asset quality prob-
lems and the effectiveness of portfolio (loan and
investment) management.

Asset/Liability and Liquidity Management

Asset/liability and liquidity management encom-
pass the management of the relative composition
of the balance sheet accounts. Institutional objec-
tives should be accomplished without exposing
the thrift to unduly high levels of interest-rate
risk, while maintaining adequate levels of liquid-
ity. The directorate must also ensure that its
asset/liability guidelines address off-balance-sheet
accounts.

Growth Trends and Goals

Growth in assets should be supported by growth
in capital. Asset growth that outpaces the ability
of the thrift to maintain a sufficient level of capi-
tal is unsafe and unsound. Growth must be
undertaken in an environment where management
can sufficiently plan for the thrift’s soundness and
provide adequately for additional capital needs.

Service Corporation and Other Subsidiary
Activities

Generally, service corporations and other subsidi-
aries should be capitalized commensurate with
industry standards for the activity in which they
are primarily engaged. The capital regulation, Part
567, requires deduction from assets and capital of
debt and equity investments of thriftsin subsidiar-
ies [per definition in 8 567.1(1) and (dd)] that are
engaged in activities that are impermissible for
national banks. The assets of other subsidiaries
are consolidated with the assets of their parent
association in calculating the parent’ s capital
reguirement on a consolidated basis.

Savings and Loan Holding Company Activities

The policies and practices of holding companies
can significantly affect the operations of the thrift
subsidiaries. When a thrift operates within a hold-
ing company structure, it is critical that
supervisory personnel ensure that thrift dividend
policy, tax sharing, consulting fees, and other
transactions with the holding company do not lead
to an unsafe or unsound condition for the thrift.

Unsafe and unsound financial and operating prac-
tices include the siphoning of excessive funds
from the thrift by the holding company (possibly
to aid another subsidiary) and other intercompany
transactions that may not be in the thrift’s best in-
terest. Refer to the OTS Holding Companies
Regulatory Handbook for further discussion.

Capital Distribution Policy

Dividends are distributions of earnings to owners
normally paid in the form of cash. Stock divi-
dends have no effect on the corporation except to
increase the number of shares outstanding. During
profitable periods, dividends represent an appro-
priate return of net income to shareholders.
However, the payment of cash dividends that are
not fully covered by earnings may be inappropri-
ate when circumstances indicate the need to
strengthen capital.

It isinappropriate for athrift with serious finan-
cial problems or inadequate capital to borrow in
order to pay dividends, as this may increase lever-
age at the very time the organization needs to
reduce its debt or increase its capital. Similarly,
dividend payments based solely or largely upon
gainsfrom unusual or nonrecurring events, such
asthe sale of the organization’s building or the
disposition of other assets, may not be prudent or
warranted. The board of directors should establish
prudent dividend policies relative to athrift’ sfi-
nancial condition and compliance with regulatory
capital requirements. Once established, the policy
should be reviewed periodically.

The capital distributions regulation, 12 CFR §
563.134, controls the payment of dividends and
other capital distributions. In general, the regula
tion implements a differential regulatory approach
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keying the capital distributions by thriftsto their
capital levels.

Pursuant to 8 567.10 and § 563.134, capital dis-
tributions are restricted if athrift fails to meet its
Part 567 capital standards. PCA provisions of Part
567 also prohibit, with minor exception, the mak-
ing of capital distributions by undercapitalized
associations.

Furthermore, a stock thrift with outstanding net

worth certificates cannot pay dividendsto its
shareholders.

Capital Ratio Analysis

Financial ratio analysis should be used to supple-
ment qualitative analysis of the capital adequacy
factors. Analysis should consider not only the
static relationship reflected by theratio, but also a
comparison with peer group ratios. A study of the
key ratios over periods of time may be useful. The
following ratios may be useful in evaluating the
thrift’s capital position.

1. Equity capital/total assets

2. Tangible capital/tangible assets

3. Core capital/adjusted tangible assets

4. Total capital/risk-based capital requirement
Ratios 1 through 4 indicate the extent to which
capital isleveraged. By anayzing these ratios, a
clearer picture of the stability and safety of the
thrift can be obtained.

5. Asset growth rate

6. Capital growth rate

7. Liability growth rate

Ratios 5 through 7 are growth rates of three bal-
ance sheet components. They should be viewed
together and their interrel ationships examined.

8. Total classified assets/tangible capital

9. Allowances for losses/total classified assets

10. Allowances for loan losses/total |oans

Ratio 8 reflects the extent to which capital is sup-
porting problem assets. Ratio 9 reflects the
recognition of risk in the level of allowances es-
tablished against classified assets. Ratio 10
reflects the level of allowances established
against the loan portfolio.

Capital Standards Required By Law

On August 9, 1989, the FIRREA was enacted.
Section 301 of the FIRREA amended the HOLA
by adding a new section, 5(t), that required the
OTSto establish uniform capital standards that
require thrifts to satisfy three separate tests: a tan-
gible capital standard, aleverage ratio (core
capital) standard, and arisk-based capital stan-
dard. OTS capital standards must be no less
stringent than the capital standards applicable to
national banks. The OTS capital rule generally
parallels the risk-based capital standards of the
federal banking agencies and is consistent with
the Basle Accord adopted in 1988.

The statute requires OT S to use the same relevant
substantive definitions as the OCC in these capital
standards, with certain exceptions where the stat-
ute itself defines terms. The statute contains
specific provisions mandating the regul atory
treatment of Qualifying Supervisory Goodwill
(QSG), purchased mortgage servicing rights
(PMSR), and certain subsidiaries of thrifts, in-
cluding certain transition provisions. The statute
also setsforth certain consequences of failureto
meet these capital standards and allows thriftsto
apply for exceptions and exemptions from some
of these consequences.

PCA provides for the imposition of additional
mandatory, presumed and discretionary sanctions
for undercapitalized institutions with the severity
of the consequence depending on whether the in-
stitution is significantly undercapitalized or
critically undercapitalized. See the discussion of
PCA below.

Section 305 of FDICIA requires OTS to review its
risk-based capital standards to ensure that those
standards take adequate account of interest-rate
risk. In August 1993, OTS added an Interest-Rate-
Risk Component to its risk-based capital standard
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(effective date January 1, 1994). See the discus-
sion of the Interest-Rate-Risk Component below.

Ouitline of Capital Regulation (Part 567)

HOLA 5(t), [12 USC 1464(t)], requires OTS to
promulgate regulations prescribing uniformly ap-
plicable capital standards for all thrifts. These
regulations are codified at 12 CFR Part 567.

§ 567.1 contains definitions of terms used in
the capital standards. These definitions are
supplemented with definitionsin the Thrift
Financial Report (TFR) Instruction Manual.
This Handbook Section follows the terminol-
ogy of the TFR and uses upper case lettering
to designate TFR terms.

§ 567.2 sets forth the three capital tests that
thrifts must satisfy.

§ 567.3 and 567.4 set forth the Individual
Minimum Capital Requirements and Capital
Directives.

§ 567.5 contains the permissible components
of athrift’'savailabletotal capital.

§ 567.6 contains the credit risk-weight cate-
gories that are used in determining a thrift's
risk-weighted assets.

§ 567.7 setsforth the interest-rate-risk (IRR)
component used in calculating athrift’ s risk-
based capital.

§ 567.8 contains the leverage ratio (Core
Capital) requirement.

§ 567.9 sets forth the Tangible Capital re-
guirement and the calculation of the available
Tangible Capital base for this requirement.

§ 567.10 contains the statutorily mandated
consequences of athrift’sfailure to meet any
of itsregulatory capital requirements.

§ 567.11 reserves certain authority for the
OTSto disregard evasive transactions, re-
quires calculation of ratios on an average
basis, and makes exceptions to some defini-
tions.

§ 567.13 setsforth the obligations of ac-
quirors to maintain capital.

Capital Standards Overview

Part 567 establishes three standards that a thrift
must satisfy to meet its capital requirements:

(1) atangible capital standard (“ Tangible Capital
requirement”);

(2) aleverage ratio standard (“Core Capital re-
guirement”); and

(3) arisk-based capital standard.
Tangible Capital includesitems of agenerally

permanent nature such as equity and retained
earnings lessintangible assets.

Core Capital includes Tangible Capital and quali-
fying intangible assets. The definition and
treatment of qualifying intangible assetsisdis-
cussed below.

Supplementary Capital includes other capital
items providing alesser degree of protection due
to their nonpermanent nature or their imposition
of fixed obligations. The amount of Supplemen-
tary Capital that may satisfy the risk-based capital
requirement is limited to the amount of Core
Capital. Additional limits are placed upon certain
types of Supplementary Capital, such as hybrid
capital instruments that have some characteristics
of both debt and equity, and General Loan and
Lease Valuation Allowances (GVA).

Total Capital equals the sum of Core Capital and
Allowable Supplementary Capital less Assets Re-
quired to be Deducted, less IRR component.

Calculation of both required and available capital
follows TFR accounting and regul atory defini-
tions. The TFR Schedule Consolidated Capital
Report (CCR) isauseful guide to the capital
calculations.

The capital regulations include a number of tran-
sition provisions that are detailed in the text
following this discussion of the capital standards.
Due to related limits on some figures, this calcula-
tion sequence may be helpful: First, consolidate a
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statement per TFR instructions to determine con-
solidated Total Equity Capital and consolidated
Total Assets. These figures are reported on TFR
Schedule Consolidated Statement of Condition
(CSC). Calculate Tangible Capital and Tangible
Assets. Then calculate Adjusted Tangible Assets
and Core Capital. Finally, calculate risk-weighted
assets, Allowable Supplementary Capital, Ad-
justed Total Capital, and the Risk-Based Capital
Requirement.

Tangible Capital Standard

This standard requires Tangible Capital of at least
1.5% of Tangible Assets (including qualifying
PMSR). Tangible Capital may be calculated by
adjusting consolidated GAAP Total Equity Capi-
tal. Tangible Assets may be calculated by
adjusting consolidated GAAP Total Assets. Tan-
gible Capital includes:

common stockholders' equity,
additional paid-in capital,
retained earnings,

noncumulative perpetua preferred stock (less
contra accounts such as shareholder receiv-
ables),

pledged deposits,

minority interestsin the equity accounts of
consolidated subsidiaries, and

unrealized gains and losses on available for
sale securities (see discussion of FAS 115 be-
low). The deduction of certain assets from
assets and capital set forth under tangible
capital also carries over to calculation of core
and total capital. The primary adjustments re-
quired to calculate Tangible Capital and
Tangible Assets are discussed below.

Equity

Common stockholders’ equity is a permanent, or
nonmaturing, source of funds. Noncumulative
perpetual preferred stock differs from common
stockholders' equity primarily in that the issuer
has a fixed requirement to pay dividends and the

stock has no maturity. The obligation to pay divi-
dends can be suspended when the thrift
encounters financial difficulties. (Preferred stock
issued by athrift or asubsidiary that is effectively
collateralized by assets of the thrift or one of its
subsidiariesis not considered part of capital, re-
gardless of its cumulative or noncumulative
characteristics.)

The Financial Accounting Standards Board
(FASB), on May 31, 1993, issued a new state-
ment, SFAS No. 115 “Accounting for Certain
Investments in Debt and Equity Securities’ that
changed the accounting for investments in equity
securities that have readily determinable fair val-
ues and for al investmentsin debt securities. A
major effect of SFAS No. 115 isto include unre-
alized gains and losses on “available for sale”
securities as common shareholders equity under
GAAP. Institutions are required to follow SFAS
No. 115 for fiscal years beginning after December
15, 1993. OTS and the other federal banking
agencies adopted SFAS No. 115 for reporting
purposes as of March 1994 and will permit asso-
ciations to adopt SFAS No. 115 for reporting
purposes even if not yet required by SFAS No.
115. The agencies have undertaken rulemakings
to include unrealized gains and losses in capital.
The OTS permitted early adoption for capital
purposes in the interim as provided in the instruc-
tions to the June 1993 TFR.

Subsidiaries

The capital regulation generally defines a subsidi-
ary as an ownership interest of 5% or morein an
enterprise not occurring due to debts previously
contracted (unless held for more than five years).
Subsidiaries are either “includable” or “nonin-
cludable.”

Includable Subsidiaries

Anincludable subsidiary isone that is:

Engaged solely (either directly or through
ownership of asubsidiary) in activities per-
missible for anationa bank;

¥ In case of adispute over whether an in-
vestment is permissible for a national
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bank, thrifts have the burden of providing
OTS with evidence of permissibility of
activitiesin law, regulations, or published
OCC opinions.)

Engaged solely as an agent in activities not
permissible for anational bank;

Engaged solely in mortgage banking activi-
ties;

Aninsured depository institution or a holding
company whose sole investment is an insured
depository institution (acquired directly or in-
directly by the thrift before May 1, 1989); or

A subsidiary of any federa thrift existing asa
federa thrift on August 9, 1989, that was ei-
ther previously chartered by astate asa
savings bank prior to October 15, 1982 or that
acquired its principal assets from such a state
savings bank.

Includable subsidiaries that are consolidated un-
der GAAP are aso consolidated with the parent
for purposes of the capital standards.

Where athrift has an ownership interest in an in-
cludable subsidiary not consolidated under
GAAP, the consolidation is prorated for Tangible
Assets. That is, the subsidiary’ s assets are multi-
plied by the thrift's percentage interest in the
subsidiary and the resulting amount is consoli-
dated (as asingle asset, rather than line by line)
with the parent thrift’ s assets.

Nonincludable Subsidiaries

Nonincludable subsidiaries are, generally, those
engaged as principal in activities not permissible
for national banks. HOLA section 5(t)(5) requires
that investmentsin (and loans to) nonincludable
subsidiaries made after April 12, 1989, must be
excluded from Tangible Assets and Tangible
Capital, unless grandfathered as discussed below.

For nonincludable subsidiaries engaged in im-
permissible activities prior to April 13, 1989, the
Act provides a grandfathering transition period
during which thrifts must exclude from Tangible
Capital and Tangible Assets an increasing per-

centage of their investmentsin (and loans to) such
subsidiaries each year. The regulation phasesin
an exclusion of such investments for purposes of
determining Tangible Capital and Tangible Assets
pursuant to 88 567.5(a)(2)(v) and 567.9(c). By
July 1994, al non-real estate investmentsin non-
includable subsidiaries must be excluded from
Tangible Assets and Tangible Capital.

In October 1992, the President signed a law that
permits OTS (on a case-by-case basis) to amend
the phase-out schedule for investments by “eligi-
ble” savings associations in subsidiaries engaged
in real estate activitiesif certain eligibility criteria
are satisfied. OTS may extend the phase-out
schedule for these investments until June 30,
1996.

On July 29, 1992, OTS published its “Miscella-
neous Capital Rule” (57 FR 33432) simplifying
the grandfathering treatment of investmentsin
subsidiaries. This approach grandfathers the
amount of athrift’sinvestment in its noninclud-
able subsidiary that existed on April 12, 1989,
rather than the specific investments in such sub-
sidiaries. As aresult, the amount of the
grandfathered investment being phased out under
the transition schedule is the lesser of the current
amount invested in asubsidiary(ies) or the
amount invested on April 12, 1989.

During this transition period, the rule requires that
the assets of nonincludable subsidiaries (where
the amount of the investment has not been fully
deducted) be consolidated on a prorated basisto
the extent of the remaining investment. (There-
fore, if asubsidiary were consolidated,
consolidation must be reversed.) Thus, during the
phase-in period, thrifts must multiply their owner-
ship percentage in a nonincludable subsidiary by
the subsidiary’ s assets and by that portion of its
investment that is excluded under the transition
schedule. For example, if athrift must deduct
60% of itsinvestment in an impermissible sub-
sidiary and owns 40% of the subsidiary, the thrift
deducts 60% of its 40% investment in the subsidi-
ary. The thrift calculates 40% of the subsidiary’s
assets and includes 40% of the subsidiary’ s assets
in its consolidated tangible assets. This treatment
appliesto al investments in nonincludable sub-
sidiaries whether athrift investment constitutes a
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minority or majority interest. Exceptions are dis-
cussed below.

If apreviously includable subsidiary engagesin
an impermissible activity, then the subsidiary is
deemed nonincludable and the entire thrift in-
vestment in the subsidiary is excluded from
Tangible Capital and Tangible Assets.

If anonincludable subsidiary increasesimpermis-
sible activities begun prior to April 13, 1989, then
the parent thrift’sinvestment in the subsidiary is
still grandfathered and phased out. If the nonin-
cludable subsidiary increases assets, the assets
must be prorated, provided the parent has not in-
creased investment in the subsidiary. The parent
thrift would be required to immediately deduct
the amount of the new impermissible investment.

Subsidiary Depository Institutions

Generaly, if alower-tier depository institution is
engaged solely in activities permissible for ana-
tional bank, the subsidiary is consolidated. Also,
when OTS determines that the capital requirement
for the parent thrift would be more stringent if the
assets and liabilities of the parent and subsidiary
were consolidated, the assets and liabilities of
such lower-tier subsidiaries are consolidated with
those of the parent thrift for purposes of determin-
ing compliance with capital standards, pursuant to
HOLA sections 5(t)(5)(A), (C), and (E). Also,
where such investments have been acquired be-
fore May 1, 1989, regardless of whether the
lower-tier depository institution is engaged in ac-
tivities not permissible for a national bank, the
investment will not be excluded in determining
capital compliance, pursuant to HOLA 8§
5(t)(5)(C)(ii). When athrift, on or after May 1,
1989, acquires a depository institution, either di-
rectly or through a subsidiary (whose sole
investment is a depository institution or institu-
tions), the thrift’ sinvestment in the lower-tier
depository institution (or intermediate subsidiary)
will generally be excluded in determining capital
compliance under all three capital standards.

Purchased Mortgage Servicing Rights
Under anew rule on the capital treatment of in-

tangible assets, savings associations may include
in intangible capital the same amount of qualify-

ing purchased mortgage serving rights included in
core capital. The amount of purchased mortgage
servicing rights included in tangible capital and
core capital islimited to 50% of core capital. The
rule grandfathers inclusion of purchased mortgage
servicing rights acquired prior to February 10,
1990. See the discussion of the treatment under
the new rule of purchased mortgage servicing
rights and other intangible assets set forth below
in the core capital portion of this guidance.

Minority Interestsin Equity Accounts of Fully
Consolidated Subsidiaries

Minority interests in equity accounts of consoli-
dated subsidiaries (where the minority interest is
common stock or noncumul ative perpetual pre-
ferred stock) are included in Tangible Capital
unless OTS determines otherwise for a particular
thrift. This could occur, for example, where the
minority interest does not provide a cushion to
absorb losses. In such a case, the minority interest
may be included in Supplementary Capital instead
of Tangible Capital.

Mutual Thrift Nonwithdrawable (Pledged)
Deposit Accounts

Pledged deposits and nonwithdrawabl e accounts
generally are funds of directors of mutual thrifts
that are pledged to the thrift. If the claims of own-
ers of such instruments are subordinated to the
thrift’s creditors including the FDIC, and they sat-
isfy the same criteria as noncumul ative perpetual
preferred stock, then these deposits are included
in Tangible Capital (for mutual thriftsonly). To
receive this treatment, there must be no maturity,
no option to withdraw, and the obligation to pay
interest may be suspended. Refer to 88
567.5(a)(2)(iv) and 567.9(b)(3).

Tangible Capital Calculation

Tangible Capital can be calculated following TFR
schedule CCR. The following guide provides
more detail.

Total Equity Capital (consolidated GAAP) per
TFR item CSC 81,

Less:
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Investmentsin and advances to nonincludable
subsidiaries required to be deducted (subject
to transition requirements);

All intangible assets (e.g., goodwill, core de-
posit intangibles, PCCR), except for PMSR;

Nonqualifying equity instruments such as
cumulative preferred stock, collateralized pre-
ferred stock, and capital certificates;
Nonqualifying and excess PMSR;
Excess net deferred tax assets;

Plus:
Qualifying PMSR,;

Qualifying minority interest in includable
consolidated subsidiaries;

Qualifying nonwithdrawable (pledged) de-
posit accounts of mutual associations;

Equals:

Tangible Capital.

Tangible Assets

Tangible Assets may be calculated following TFR
schedule CCR. The following guide provides
more detail.

Total Assets (consolidated GAAP) per TFR item
CSsC 61,

Less:

All intangible assets (e.g., goodwill, core de-
posit intangibles, PCCR), except for PMSR;

All assets of nonincludable GAAP-
consolidated subsidiaries required to be de-
ducted;

Investments in nonincludable subsidiaries (in-
cluding those subsidiaries that were
deconsolidated);

Investments in includable subsidiaries not
GAAP consolidated;

Nonqualifying and excess PMSR;
Excess net deferred tax assets;
Plus:

Pro rata share of assets of nonincludable un-
consolidated subsidiaries alowed under
transition provisions;

Pro rata share of assets of includable uncon-
solidated subsidiaries;

Equals:
Tangible Assets.

The net difference between Total Equity Capital
and Tangible Capital may not equal the net differ-
ence between Total Assets and Tangible Assets as
in conventional tangible capital/tangible asset cal-
culations because of the various adjustments
shown above.

L everage Ratio (Core Capital) Standard

This standard requires Core Capital of at least 3%
of Adjusted Tangible Assets. Core Capital is
Tangible Capital plus (1) Qualifying Supervisory
Goodwill and (2) Other Qualifying Intangible As-
sets. Discussion of these items follows. Thrifts
must generally have core capital equal to 4% of
Adjusted Tangible Assetsto be adequately capi-
talized for prompt corrective purposes.

Qualifying Supervisory Goodwill

Congress addressed the issue of goodwill in
FIRREA. Section 18(n) of the FDIA [12 USC
1828(n)], added by § 221 of FIRREA, provides
that no federal banking agency isto alow any de-
pository institution to include any “unidentifiable
intangible asset” (goodwill) acquired after April
12,1989, in calculating capital except as permit-
ted under HOLA 8§ 5(t). Thisrequires OTSto
deduct such goodwill from capital.

Qualifying Supervisory Goodwill (QSG) includes
goodwill resulting from prior regulatory account-
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ing practices (FSLIC capital contributions) origi-
nated prior to April 13, 1989. FIRREA provides
for afive-year phase-out and a maximum 20-year
straight-line amortization of QSG that isincluded
in core capital. QSG is defined to include good-
will created before April 13, 1989, resulting from
acquisition, merger, consolidation, purchase of
assets, or other busi ness combinations with thrifts
that failed their capital requirements or presented
supervisory concerns. The regulation requires the
immediate deduction of nonqualifying goodwill.
Refer to 88§ 567.1(h), (w), (ee), and 567.5(a).

Under FIRREA, the phase-out can only be used
by “eligible” thrifts, i.e., those that are well-
managed, in compliance with all applicable stat-
utes, regulations, orders and supervisory
agreements, and not involved in transactions that
threaten the safety and soundness of the thrift.

OTS defined eligible thrifts in accordance with
FIRREA and deemed thrifts with supervisory
goodwill to be eligible thrifts until notified other-
wise by the OTS Director.

Qualifying Intangible Assets

The new OTS rule governing the capital treatment
of intangible assets became effective on March 4,
1994. Thisruleis consistent with the uniform ap-
proach to the capital treatment of intangibles set
forth in rules adopted by all of the federal banking
agencies. Under the rule, purchased mortgage ser-
vicing rights (PM SR) and purchased credit card
relationships (PCCR) are defined as* qualifying
intangible assets.” They areincluded in core capi-
tal up to an aggregate of 50% of core capital
provided that PCCR may not exceed a sublimit of
25% of core capital. PMSR and PCCR in excess
of applicable limits, as well as core deposit intan-
gibles (CDI) and other types of nonqualifying
intangibles, would be deducted from both assets
and capital in calculating tangible, core and total

capital.

The new rule also (1) eliminates the prior three-
part test for qualifying intangibles; (2) retains the
90% of book value and 100% of unamortized fair
market value standards, but eliminates the 100%
of original cost test; (3) grandfathers PM SR ac-
quired before February 10, 1990, that were
grandfathered under the FDIC rule (previously

applicable to thrifts, 12 CFR § 325); and (4)
grandfathers CDI, up to 25% of core capital, ac-
quired or under firm contract on March 4, 1994.
In calculating the amortized book value of PMSR
and PCCR, associations must value these assets
using a discount rate no lower than the discount
rate embedded in the yield estimate for the assets
when purchased.

PM SR held by a mortgage banking subsidiary are
exempt from these limits under specific condi-
tions, provided that thrift investment in and loans
to the subsidiary are deducted from capital. Other
important restrictions also apply.

Section 475 of the FDICIA authorizes the OTSto
determine the amount of PM SR that may bein-
cluded in calculating thrifts' tangible capital,
leverage and risk-based capital requirements pro-
vided that such PM SR are valued at not more than
90% of their fair market value as determined
quarterly. In accordance with Section 475 of
FDICIA, the FDIC issued arule in 1993 eliminat-
ing the applicability of its PMSR rule to savings
associations.

Adjusted Tangible Assets Calculations

Adjusted Tangible Assets may be calculated fol-
lowing TFR schedule CCR:

Add:

Tangible Assets,

Other Qualifying Intangible Assets;
Less:

Excess qualifying intangible assets and excess
deferred tax assets;

Equals:

Adjusted Tangible Assets.

Core Capital Calculation

Core Capital can be calculated following TFR
schedule CCR. The following guide provides
more detail.
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Add:
Tangible Capital;
QSG (subject to transition requirements);
Other Qualifying Intangible Assets;

Less:

Excess qualifying intangible assets and excess
deferred tax assets;

Equals:
Core Capital.

The net difference between Tangible Assets and
Adjusted Tangible Assets will not equal the net
difference between Tangible Capital and Core
Capital due to QSG being included in Core Capi-
tal and not in Adjusted Tangible Assets.

Risk-Based Capital Standard

The Risk-Based Capital Requirement is based in
part on the credit risk presented by both its bal-
ance sheet assets and off-bal ance-sheet
commitments and obligations. The asset baseis
determined from Adjusted Tangible Assets. As-
sets are assigned a credit risk weighting based
upon the relative risk of the underlying collateral
or abligor.

The risk weightings range from 0% (for assets
backed by the unconditional full faith and credit
of the United States), to 100% for many types of
assets not qualifying for more favorable risk-
weighting.

Off-balance-sheet commitments are converted to
“credit equivalent” amounts by a conversion fac-
tor. The credit equivalent amounts are then risk
weighted in accordance with the rules used for
balance sheet assets.

The Total Risk-Weighted Assets net of Excess
GVA isthen multiplied by 8% to determine the
minimum amount of capital required for those as-
sets.

Certain assets, such as equity investments not per-
missible for national banks (after alimited phase-
out period) are not included in the calculation of
either the Risk-Based Capital Requirement or the
Adjusted Total Capital. In other words, certain as-
setsrequire dollar-for-dollar capital backing.
These items are divided between Assets Required
to be Deducted and Fully Capitalized Items.

The Risk-Based Capital Requirement is the total
of the product of the capital percentage (8%) ap-
plied to Total Risk-Weighted Assets, plus Fully
Capitalized Items. This requirement must be met
with Adjusted Total Capital.

Calculation of Adjusted Total Capital

Adjusted Total Capital is Core Capital plus Al-
lowable Supplementary Capital (limited to an
amount equal to Core Capital) less the interest
rate component and the amount of Assets Re-
quired to be Deducted. A discussion of major
elements of this calculation follows.

Allowable Supplementary Capital
Supplementary Capital elements count toward a
thrift’s Adjusted Total Capital up to a maximum
of the thrift's Core Capital.

Supplementary Capital components primarily in-
clude:

Maturing capital instruments including man-
datory convertible debt;

Perpetual subordinated debt;

Manditorily redeemable, cumulative perpet-
ual, and FSLIC preferred stock;

Mutual, net worth, and income capital certifi-
cates,

Pledged deposits and nonwithdrawable ac-
counts of stock and mutual thrifts (unless
aready included in amutual’s Tangible Capi-
tal); and

GVA (within limits).
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A discussion of some of these components fol-
lows.

Maturing Capital Instruments

Maturing capital instruments for which an appli-
cation had been approved by the FHLBB prior to
December 5, 1984, and that were grandfathered
under the prior capital regulation are also grand-
fathered under the current regulation and may be
included in full in Supplementary Capital until the
last year before maturity.

Section 567.5(b) includes two rules for the inclu-
sion of maturing capital instrumentsin
Supplementary Capital:

Subordinated debt issuances (approved after
December 4, 1984) that were in existence as
of November 7, 1989, are subject to the pro-
visions that were in effect on that date. See
the amortization schedule from 8 567.5(b)(3);
and

Subordinated debt issuances, or any other ma-
turing capital instrument, issued after
November 7, 1989, are covered by two op-
tions for thrifts - subject to the requirement
that all such maturing capital instruments out-
standing at any point in time must be treated
the same way and such treatment docu-
mented.

% Option 1 providesthat, at the beginning
of each of the last five years of the life of
subordinated debt, the amount eligibleto
be included as Supplementary Capital is
reduced by 20% of the original amount of
the subordinated debt (net of redemp-
tions).

% Option 2 provides that only the aggregate
amount of maturing capital instruments
that mature in any one year during the
seven years immediately prior to maturity
that does not exceed 20% of the thrift’s
“capital” (defined only for this option as:
Core Capital plusitems permitted in Sup-
plementary Capital without limit for
GVA, maturing capital instruments, and
total supplementary capital) is eligible to
be included as Supplementary Capital.

Capital instruments that mature in more
than seven years are not subject to the
20% limit.

Once athrift selects an option, however, that op-
tion applies to all maturing capital instruments
subsequently issued by the thrift for aslong as
there is a balance outstanding of post-November
7, 1989 issuances. Only when the balance of post-
November 7, 1989 maturing capital instruments
(issued pursuant to the originally selected option)
have been repaid, will the thrift be permitted to
select the other option for new issuances.

Mandatory Convertible Subordinated Debt
(MCD)

Mandatory convertible subordinated debt (MCD)
that meets the criterialisted below isincluded in
Supplementary Capital, subject to the provisions
of 88 567.5(b) and 563.81 of theregulations. OTS
approval for including MCD as Supplementary
Capital shall follow the same procedures that ap-
ply to the approval of subordinated debt in 8
563.81. Approval shall be governed by these
guidelines unless specifically waived by the OTS
Deputy Director for Washington Operations. Both
of the commonly recognized forms of MCD, eg-
uity contract notes and equity commitment notes,
areincludable in Supplementary Capital to the ex-
tent that they meet the following criteria:

Equity Contract Notes require conversion into
common or perpetual preferred stock by the
holder on or before the maturity date of the
MCD. Issuers of such MCD may retain an ob-
ligation to conduct a secondary offering of the
equity securities on behalf of the holders of
the MCD following maturity of the MCD.
Equity contract notes are treated as permanent
capital instruments under § 567.5(b)(1).

Equity Commitment Notes are redeemable
only with the proceeds of a sale of common
stock or perpetual preferred stock. These
MCD do not require the MCD holder to ac-
cept common or perpetual preferred stock on
or before the MCD maturity. Equity commit-
ment notes are treated as maturing capital
instruments under § 567.5(b)(2) and (3).
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tion of the MCD. Documentation certified
by an authorized agent of theissuing

Criteria applicable to both equity contract notes
and equity commitment notes:

The issuing thrift may redeem MCD prior to
maturity only with the proceeds from the sale
of common or perpetual preferred stock. The
issuer may not repurchase or acquire its own
MCD for resale or reissuance unless, follow-
ing acquisition, the thrift will exceed the
capital standards of Part 567.

¥ Thrifts may issue MCD that provides for
periodic changesin the interest rate or ex-
tensions of the maturity date and may
allow holders the option to put the MCD
to the thrift in connection with changesin
interest rate or extensions of the maturity
date. The thrift must, however, obtain fur-
ther written approval from OTS (subject
to the same procedural requirements that
apply to the approval of subordinated
debt instrumentsin 8§ 563.81) if the ex-
tended maturity date or the new interest
rate (or the index, auction, remarketing,
or other procedure by which the interest
rate is established) was not covered by the
initial OTS approval of the MCD.

Holders of the MCD may not accelerate the
payment of principal except in the event of
bankruptcy, insolvency, or reorganization.

Theright of payment of the MCD must be
subordinate to all senior indebtedness of the
issuing thrift and the claims of the FDIC.

A thrift that intends to retire or redeem the
MCD with the proceeds from the issuance of
common or perpetual preferred stock gener-
ally must make such a dedication during the
guarter in which the new common or perpet-
ual preferred stock isissued. Asagenerd
rule, if the dedication is not made within the
same quarter, then the stock may not be dedi-
cated to retirement or redemption of the
MCD.

% Common or perpetual preferred stock is-
sued under dividend reinvestment plans
or issued to finance acquisitions, includ-
ing acquisitions of business entities, may
be dedicated to the retirement or redemp-

thrift showing the amount of common
stock or preferred stock issued, the dates
of issue, and the amounts of such issues
dedicated to the retirement or redemption
of the MCD will satisfy the dedication
requirement.

% The dedication procedure is necessary to
ensure that the capital of the issuing thrift
is not overstated. For each dollar of com-
mon or perpetual preferred proceeds
dedicated to the retirement or redemption
of the MCD notes, there is a correspond-
ing reduction in the amount of
outstanding MCD securities that may
qualify as Supplementary Capital. De
minimus amounts (in relation to Core
Capital) of common or perpetual pre-
ferred stock issued under arrangementsin
which the amount of stock is not predict-
able, such as dividend reinvestment plans
and employee stock option plans (but ex-
cluding public stock offerings and stock
issued in connection with acquisitions),
should be dedicated before the thrift’' s fis-
cal year-end.

Additional criteria applicable only to equity con-
tract MCD:

The contract MCD must contain a contractual
provision (or must be issued with a mandatory
stock purchase contract) that requires the
holder of the contract MCD to take the com-
mon or perpetual preferred stock of the
issuing thrift in lieu of cash or other consid-
eration in satisfaction of the claim for
principa repayment. The obligation of the
holder to take the common perpetual pre-
ferred stock of the issuing thrift may be
waived if, and to the extent that, prior to the
maturity date of the contract MCD, the issu-
ing thrift sells new common or perpetual
preferred stock and dedicates the proceedsto
the retirement or redemption of the contract
MCD. The dedication generally must be made
during the quarter in which the new common
or perpetual preferred stock isissued.
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A stock purchase contract may be separated
from the contract MCD only if:

% The holder of the stock purchase contract
provides sufficient collateral, as deter-
mined by the OTS regional director, to
the issuing thrift or to an independent
trustee for the benefit of the issuing thrift
to assure performance under the stock
purchase contract; and

% The stock purchase contract requires the
purchase of common or perpetual pre-
ferred stock.

Additional criteria applicable only to equity com-
mitment MCD:

The commitment MCD indenture or agree-
ment must contain the following provision:

% The proceeds of the sale of common or
perpetual preferred stock will be the sole
source of repayment for the commitment
MCD, and the issuing thrift must dedicate
the proceeds for the purpose of repaying
the commitment MCD. The dedication
requirement will be satisfied by documen-
tation certified by an authorized agent of
the issuing thrift showing the amount of
common or perpetual preferred stock is-
sued, the dates of issue, and amounts of
such issues dedicated to the retirement or
redemption of the commitment MCD.

Any thrift failure to redeem the commitment
MCD at or before maturity with the proceeds
of an issue of common or perpetual preferred
stock will be viewed as a breach of aregula
tory commitment, may be grounds for the
immediate issuance of a capital directive, and
will be taken into consideration by OTSin
acting on applications, where appropriate.
OTSregional directors should be prepared to
promptly seek and enforce a capital directive
against any thrift that failsits capital stan-
dards because of afailureto issue capital
instruments to redeem maturing equity com-
mitment MCD or because of any other failure
to meet capital standards where MCD instru-
ments are involved.

Cumulative Perpetual Preferred Stock

Perpetual preferred stock is preferred stock with
no fixed maturity date that cannot be redeemed at
the option of the holder. Cumulative perpetual
preferred stock instruments qualify for inclusion
in Supplementary Capital with one exception:
preferred stock issued by athrift or subsidiary
that is, in effect, collateralized by assets. Because
this stock has a claim on assets that is senior to
that of the insurance fund, such instruments do
not qualify as capital.

Preferred stock with adividend rate that is peri-
odically reset in an auction type process (such as
Dutch auction rate, remarketable rate, and money
market preferred stock rate) to reflect the credit-
worthiness of the issuing thrift isincluded as
Supplementary Capital (not Tangible Capital) re-
gardless of whether dividends are cumulative or
not.

Net Worth Certificates

Net worth certificates (NWCs) are instruments
authorized by the Garn-St. Germain Depository
Institutions Act of 1982 to provide capital assis-
tance to thrifts that suffered losses and
deterioration of regulatory capital because of eco-
nomic conditions. Capital assistance was provided
by the FSLIC through the purchase of NWCsis-
sued by thriftsin exchange for promissory notes
of the FSLIC. The certificates were included in
the thrift’ s regulatory capital, thus providing an
additional cushion against regulatory insolvency.
The FSLIC notes are recorded as assets on the
thrift’s books and may be used as collateral for
FHLB advances. Asthe thrift regains financial
health, it should redeem the NWCs by returning
the FSL1C promissory notes. NWCs are included
in Supplementary Capital. NWCs are regulated by
the FDIC pursuant to the FDIA at 12 USC 1823(i)
and 12 CFR 390 of the FDIC rules and regula-
tions. See § 545.19 of the regulations.

Nonwithdrawable (Pledged) Deposits

Nonwithdrawable (pledged) deposits generally
belong to the owners or directors of the thrift and
are pledged to the thrift. If the claims of owners
of such instruments are subordinated to the thrift
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and the claims of the FDIC, these deposits are in-
cluded in Supplementary Capital, provided they
satisfy the same criteria as cumulative perpetual
preferred stock and meet the requirements of §
561.42 (savings accounts) and are not included in
Tangible or Core Capital. Refer to §
567.5(b)(1)(iii). Mutual thrifts may include
pledged deposits in Tangible Capital, provided
they meet the criteria of noncumulative perpetual
preferred stock.

General Valuation Allowances

GVA do not include allowances held for specifi-
cally identified losses or earmarked for a
specified asset. GVA, as a component of Supple-
mentary Capital, islimited to 1.25% of risk-
weighted assets (prior to subtracting Excess
GVA). Refer to TFR schedule CCR items 65 and
530.

Supplementary Capital Calculation

Supplementary Capital can be calculated follow-
ing TFR schedule CCR. The following guide
provides more detail.

Add:

Maturing capital instruments such as qualify-
ing subordinated debt, redeemable preferred
stock, mandatorily redeemable preferred
stock, mandatory convertible commitment
notes (subject to variable limits);

Capital certificates (NWC, MCC, ICC,
PICC);

Nonwithdrawable (pledged) deposit accounts
not included in Tangible Capital or Core
Capital;

Other equity instruments such as cumulative
perpetual preferred stock and mandatory con-
vertible equity contract notes,

Minority interests in consolidated subsidiaries
not qualifying as Tangible or Core Capital
(meeting criteria); and

GVA (subject to transition limits);

Equals:

Supplementary Capital.

Allowable Supplementary Capita

Allowable Supplementary Capital is Supplemen-
tary Capital limited to the amount of Core
Capital.

Assets Required to be Deducted

Three classes of assets are either immediately ex-
cluded or phased out of Adjusted Total Capital:
reciprocal holdings, nonsubsidiary equity invest-
ments (except those permissible for national
banks), and portions of nonresidential construc-
tion and land loans.

Reciprocal Holdings

Reciprocal holdings of capital instruments issued
by other depository institutions are fully excluded
from Adjusted Total Capital (Risk-Based Capi-
tal). Reciprocal holdings are cross-holdings held
under formal or informal agreementsin which
two or more depository institutions swap, ex-
change, or otherwise agree to hold each other’s
capital instruments. See definition at § 567.1(x) of
the regulation.

Nonsubsidiary Equity |nvestments

Equity investments, except for equity investments
permissible for national banks and investmentsin
subsidiaries (which were dealt with in Tangible
Capital and Core Capital), are deducted in calcu-
lations of Adjusted Total Capital. Thrifts are not
required, however, to deduct these investments
from Tangible Capital and Core Capital. They are
phased out from calculations of Adjusted Total
Capital over the same five-year transition period
that is used for phasing out investmentsin nonin-
cludable subsidiaries. By afinal rule that became
effectivein April 1993, OTS modified itsrulesto
place equity investments permissible for national
banks in the 100% risk weight instead of requir-
ing deduction.
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Portions of Nonresidential Construction and Land

Loans

Finally, in accordance with 8567.5(c), the por-
tions of nonresidential construction and land
loans that are above an 80% loan-to-value ratio
are excluded from Adjusted Total Capital subject
to a phase-out. L oans with high loan-to-value ra-
tios have been found to present particularly high
levels of risk and should, therefore, be fully capi-
talized until better secured.

I nterest-Rate-Risk Component

In August 1993, the OTS added an interest-rate-
risk (IRR) component to the risk-based capital
regulations. This component satisfies the re-
guirements of Section 305 of FDICIA that the
federal banking agencies ensure that their risk-
based capital standards take adequate account of
interest-rate risk.

The IRR component is adollar amount that is de-
ducted from total capital for the purpose of
calculating an institution’ s risk-based capital re-
guirement. The first date that the IRR component
isto be deducted from total capital isJuly 1,
1994, based on data as of December 31, 1993.
The IRR component is equal to one-half the dif-
ference between an institution’ s “measured
exposure” and a“normal” level of exposure, as
described below.

Aningtitution’s interest-rate-risk component is
based on the sensitivity of its Net Portfolio Value
(NPV) to changesin interest rates. The OTS cal-
culates changesin an association’s NPV based on
financial data submitted on Schedule CMR of the
Thrift Financial Report and using the OTS Net
Portfolio Value Model described in Section 520.

An association’s “Measured | nterest-Rate Risk”
(Measured IRR) is the change that occursin its
NPV asaresult of ahypothetical 200 basis point
increase or decrease in interest rates (whichever
leads to the lower NPV) divided by the estimated
economic value (present value) of its assets." An

! When the 3-month Treasury bond equivaent yield
falls below 4 percent, the decrease (or downward
shock) will be modified to be equal to one-half of such
Treasury rate.

institution with a“normal” level of interest-rate
risk is defined as one whose Measured IRR is less
than 2%, as estimated by the OTS Model. Only
institutions whose Measured IRR exceeds 2% are
required to maintain an IRR component.

Net Portfolio Value Calculation

Present value of expected cash inflows from exist-
ing assets,

Less:

Present value of expected cash outflows from
existing liabilities,

Plus;

Present value of net expected cash inflows
from existing off-balance sheet contracts,

Equals:

Net Portfolio Value.

Calculation of the Changein NPV

Step 1: Calculate the savings association’s “base
case” NPV. (Use present value estimates based on
the level of interest rates at the quarter-end date -
referred to as the “base case” interest-rate sce-
nario.)

Step 2: Determine the effect of an immediate par-
alel upward shift in the term structure of interest
rates (i.e., the zero-coupon Treasury yield curve)
on the association’s NPV. Thisis done by adding
200 basis points to the quarter-end interest rates
and recal culating the association’s NPV. Such an
immediate parallel shift in interest rates, in either
the upward or downward direction, isreferred to
as an “interest-rate shock.”

Step 3: Determine the effect of an immediate par-
allel downward shift in the term structure of
interest-rates on the association’s NPV. If the 3-
month Treasury bill rate at quarter-end is 4% or
above, the effect of a downward interest-rate
shock on the association’s NPV is estimated by
subtracting 200 basis points from quarter-end in-
terest rates and recal culating the association’s
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NPV. If the 3-month Treasury bill rate is below
4%, however, the downward rate shock is equal to
one-half the value of the 3-month bill rate (e.g.,
150 basis pointsif the 3-month bill rateis 3%.)

Step 4: Determine the declinein NPV by taking
the lesser of the NPVsin the two (shocked) rate
scenarios computed in Steps 2 and 3 and subtract-
ing it from the base case NPV computed in Step
1

IRR Capita Component Calculation

Aninstitution’s Measured IRR is equal to the
changeinits NPV divided by the estimated pre-
sent value of its assets. That is,

Measured IRR =  NPVBase = NPV+200
PVof  Assetsgase

The“normal” level of IRR is defined as adecline
in NPV equal to 2% or less of the estimated pre-
sent value of an institution’ s assets due to a 200
basis point shock to interest rates.

The IRR component is the dollar amount that an
institution is required to deduct from total capital
in calculating its risk-based capital computation.
The IRR component is calculated as one-half of
the difference between its Measured | RR and 2%,
multiplied by the present value of its assets:

IRR Component =

(Measured IRR - .02) x PV of AssetSgase
2

For example, suppose that the OTS produces the
following estimates for an institution. Its base
case NPV is $10 million, and NPV risesto $12
million in the -200 basis point scenario and falls
to $7 million in the +200 basis point scenario.
The estimated present value of the institution’s
assets in the base case is $100 million.

Thisinstitution’s IRR component would be $0.5
million, calculated as follows;

Step 1: Because it resultsin alower NPV, the
+200 basis point scenario is used to compute the
IRR component.

Step 2: Theinstitution’s Measured IRR is 3%,
caculated as follows:

Measured IRR

NPVBase - NPV+200
PV of AssetSgase

= ($10 - $7) = $3
$100 $100
= 0.03 or 3%

Step 3: Because its Measured IRR exceeds the 2%
normal level, this association is subject to an IRR
component, calculated as follows:

IRR Component =

= (Measured IRR - .02) x PV of AssetSgase
2

=(03-.02) x $100 = .01 x $100
2 2

= $.5 million

Thus, the institution would have an IRR compo-
nent of $.5 million deducted from total capital.
After the IRR component is deducted, the institu-
tion isrequired to have capital of at least 8% of
risk-weighted assets.

Three Quarter “Lag”

The IRR component is computed on a quarterly
basis. The capital requirement for interest-rate
risk purposes has an effective “lag” of three quar-
ters and, thus, the requirement goes into effect on
the last day of the third quarter following the
Schedule CMR on which the IRR component was
calculated. For example, the interest-rate-risk
component based on December 31, 1993 data be-
comes effective on September 30, 1994.

If an association is successful inreducing its IRR
component prior to the effective date, then the
component will be lowered to that amount. For
example, if an ingtitution’s IRR component is $.5
million based on December 31 Schedule CMR
data, but declines to $.4 million based on March
30, Schedule CMR data, and $.3 million based on
June 30, Schedule CMR data, the institution’s
IRR component effective on September 30 would
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be $.3 million, not $.5 million. In effect, the IRR
component used to determine an institution’s
capital requirement September 30, 1994 is based
on the lower of the December 1993, March 1994,
or June 1994 IRR components.

Small, Highly Capitalized Institution Exemption

Small, highly capitalized institutions are not re-
quired to file Schedule CMR and are not subject
to the IRR component.

To qualify for the filing exemption, an association
must have less than $300 million in assets and a
risk-based capital ratio in excess of 12%. The Di-
rector, or his designee, retains the discretion to
require any otherwise qualifying institution to file
Schedule CMR if there is areason to be con-
cerned about the institution. Any such institution
would then be subject to the IRR component.

Adjusted Total Capital Calculation

Adjusted Total Capital may be calculated follow-
ing the TFR schedule CCR.

Add:
Core Capital;

Allowable Supplementary Capital (limited to
the amount of Core Capital);

Less:
Assets Required to be Deducted:

% Reciprocal holdings of capital instru-
ments,

¥ Nonsubsidiary equity investments (sub-
ject to a phase-out);

¥ Portion of nonresidential construction and
land loans presently and originally above
80% loan to value (subject to a phase-
out);

IRR Component (beginning July 1, 1994);

Equals:
Adjusted Total Capital.

Thisfigure isthe capital available to meet the
Risk-Based Capital Requirement.

Calculation of Risk-Based Capital Require-
ment

The risk-based capital requirement addresses both
credit risk (risk-weighted assets) and interest-rate
risk (interest-rate-risk component).

Risk-Weighted Assets

There are four risk weights applied to assets: 0%,
20%, 50%, and 100%. The risk weightings reflect
the view that capital requirements should differ-
entiate required capital based on institutions’
exposure to credit risk. Section 5(t) of the HOLA
also requires that the overall capital standards for
thrifts be materialy no less stringent than those
for national banks.

The assets of a majority-owned and fully consoli-
dated includable subsidiary are risk weighted in
the same manner as assets of the parent. Invest-
ments in finance subsidiaries will be treated for
capital standard purposes in the same manner as
investments in other subsidiaries.
The asset itemsincluded in risk weighting are:
Adjusted Tangible Assets;
GVA (not net);

Off-balance-sheet items (times a credit con-
version factor);

Excluding:
Nonsubsidiary equity investmentsthat are
impermissible for national banks (subject to a
phase-out);

Reciprocal holdings of capital instruments;
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Portions of nonresidential construction and
land loans over 80% of collateral value (sub-
ject to a phase-out).

There is separate prescribed treatment for both
balance sheet assets and off-balance-sheet items.

Risk Weight of Balance Sheet Assets

0% Risk-Weight Category

In general, this category includes only those as-
sets with the least credit risk of thrift assets such
as cash and obligations backed by the uncondi-
tiona full faith and credit of the United States
Government. This category includes balances at
Federal Reserve Banks; the book value of paid-in
Federal Reserve Bank stock; obligations of the
Treasury, successor to the FSLIC, FDIC,; assets
covered by the successor to the FSLIC; and
GNMA abligations to the extent they are backed
by the unconditional full faith and credit of the
United States Government.

20% Risk-Weight Category

Generally, very high-credit-quality assetsarein
the 20% risk-weight category. Thisincludes high-
quality mortgage-backed securities; claims on,
balances due from, and stock of Federal Home
Loan Banks; items collateralized by cash; general
obligations of state and local governments; and
claims on domestic depository institutions.

The definition of high-quality mortgage-related
securities includes those issued by, or fully guar-
anteed asto principal and interest by FNMA and
FHLMC and other eligible mortgage-rel ated secu-
rities under the Secondary Mortgage Market
Enhancement Act (SMMEA) as defined in the
Securities Exchange Act of 1934, codified as 15
USC 78c(a)(41). Also included are high-quality
mortgage-backed bonds rated in the top two in-
vestment grade ratings (by a nationally recognized
rating service), with other qualifications, that pre-
sent minimal credit risk.

Obligations collateralized by securitiesissued or
guaranteed by the U.S. Government or one of its
agencies, such as the guaranteed portion of VA

and FHA mortgages, are in the 20% risk-weight
category.

50% Risk-Weight Category

Generally, high-credit-quality assets are given the
50% risk weighting. Thisincludes qualifying sin-
gle-family mortgage loans (excluding those over
90 days past due) and multifamily residential
mortgage loans, securities backed by qualifying
one- to four-family or multifamily mortgage
loans, and most state and local revenue bonds.
Qualifying one- to four-family residential mort-
gages include those on houses, condominiums,
cooperative units, and manufactured homes.
Boats, motor homes, and time-share properties are
not considered residential property for the capital
regulation, even if they are used as a primary
residence. Mortgage loans on mixed-use proper-
tiesthat are primarily one- to four-family or
multifamily residential properties are considered
to be residential propertiesincluded in the 50%
risk-weight category if they meet the qualifying
criteriafor one- to four-family or multifamily
residential mortgage loans.

The definition of a qualifying one- to four-family
mortgage |oan means afirst mortgage loan meet-
ing the following criteria: (1) having a loan-to-
value (LTV) ratio of 80% or less or that isinsured
to at least an 80% LTV ratio by private mortgage
insurance from a qualifying insurer; (2) is per-
forming; (3) is not more than 90 days past due;
and (4) is prudently underwritten. Nonqualifying
mortgage loans that are subsequently paid down
toan LTV ratio of less than 80% (calculated us-
ing the value at loan origination) may become
qualifying loansif they meet all other criteriafor
qualifying mortgages. Also loansto individuals
for the construction of their own homes may be
qualifying mortgage loans.

On March 18, 1994, anew OTSrule setting re-
vised criteriafor multifamily mortgage loansto
qualify for inclusion in the 50% risk-weight cate-
gory became effective. The ruleimplements §
618(b) of the Resolution Trust Corporation Refi-
nancing, Restructuring and Improvement Act of
1991. The OTS rule, except for certain grand-
fathering and transition provisions discussed
below, parallels rules adopted by the other Fed-
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eral banking agencies. The qualifying criteria of
the new rule consists of the statutory criteria
specified in § 618 and two additional prudential
standards imposed by the agencies.

The new rule defines qualifying multifamily
mortgage loans to be those loans that (1) are se-
cured by afirst lien on aresidence consisting of 5
or more dwelling units (no unit ceiling); (2) have
amaturity of not less than seven years or more
than 30 years; (3) have been performing accord-
ing to their terms (not more than 30 days past
due) for the prior year (at timeinitially included
in 50% risk-weight category); (4) are performing
and not more than 90 days past due; (5) were
made in accordance with prudent underwriting
standards; (6) have loan-to-value ratios on a con-
tinuing basis not exceeding 80% of appraised (or
evaluated, as applicable) value (75% if variable
rate loan); (7) have ratios on a continuing basis of
annual net operating income generated by under-
lying properties (before payment of any debt
service on the loan) to annual debt service on the
loan no greater than 115% (120% for fixed-rate
loan). In the case of cooperative or other not-for-
profit housing projects, this debt coverage stan-
dard is considered to be satisfied if the property
generates sufficient cash flow to provide compa-
rable protection to the institution.

The new multifamily rule includes a grandfather-
ing provision that keeps multifamily mortgage
loans existing and included in the 50% risk-
weight category on March 17, 1994, in the 50%
risk-weight category if they continue to satisfy the
criteria of the prior OTS rule. Under the prior
rule, multifamily mortgage loans qualified for the
50% risk-weight category if they were secured by
existing multifamily residential properties con-
taining between 5 and 36 dwelling units, had an
original loan-to-value ratio of 80% or less, and
had 80% or higher occupancy rates for the
preceding year.

The new rule places mortgage-related securitiesin
the 50% risk-weight category if they are backed
by multifamily mortgage loans that qualified for
the 50% risk-weight category at the time of secu-
ritization. These multifamily mortgage-related
securities may remain in the 50% risk-weight
category, without tracking the continuing qualifi-
cation of the underlying loans for the 50% risk-

weight category, as long as the securities receive
timely payment of principal and interest (i.e., not
30 days or more past due) in accordance with the
terms of the securities. Furthermore, the OTS will
continue to include high-quality multifamily MBS
in the 20% risk-weight category.

Residential construction loans, also referred to as
residential bridge loans, that meet the criteria of
12 CFR § 567.1(jj) are included in the 50% risk-
weight category provided they meet the following
criteria

The loan must be made in accordance with
sound lending principlesto a builder, who has
paid the first 10% of direct costs of the pro-
ject, for the construction of a pre-sold, one- to
four-family residence.

The home purchaser must: be an individual;
intend to occupy the house; have made an ear-
nest money deposit of at least 3% of the
contract price held in escrow for benefit of
the lending association; have entered into a
firm purchase contract; and have obtained a
firm commitment for a qualifying mortgage
loan (as defined in 12 CFR § 567.1(u)).

The loan must be secured by afirst lien (ex-
cept for mechanics' liens with priority under
state law) on the lot and residence, must not
exceed 80% of the sales price of the resi-
dence, and must be performing and not more
than 90 days past due.

The lending thrift must retain sufficient un-
disbursed loan funds throughout the
construction period to ensure project comple-
tion.

100% Risk-Weight Category

Thisisthe standard risk-weight category. All as-
sets not assigned another risk weighting are
placed in this category. Thisincludes commercial
loans, consumer loans, second mortgage loans,
nondeducted equity investments, pro rata assets of
unconsolidated includable subsidiaries, assets of
nonincludable subsidiaries, and Qualifying Su-
pervisory Goodwill (QSG). Additional examples
include: home equity loans (assuming the first
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lien is held by the association), nonqualifying sin-
gle-family and multifamily housing loans, gross
construction loans, mortgage-backed securities
not qualifying for alower risk-weight category
(strips and residuals), corporate debt securities,
industrial revenue municipal bonds, and both ex-
cess mortgage servicing and PM SR (subject to
FDIC limits and Tangible Assets requirements).
[All one- to four-family residential mortgages and
multifamily mortgages that are more than 90 days
past due are placed in the 100% risk-weight cate-

gory.]

When athrift has a minority ownership interest in
an includable subsidiary (one that engagesin
permissible activities and is not consolidated un-
der GAAP), the assets of the subsidiary will, for
capital purposes, be consolidated on a prorata ba-
sis, whereby the thrift will multiply its percentage
of ownership in the subsidiary by the subsidiary’s
assets. That amount is placed in the 100% risk-
weight category.

A thrift’sinvestmentsin or extensions of credit to
anonincludable subsidiary must eventually be
deducted from the thrift assets for purposes of de-
termining compliance with the capital standards.
If the subsidiaries were engaged in impermissible
activitiesas of April 12, 1989, however, FIRREA
provides a schedule for phasing out the inclusion
of the pre-April 13, 1989, as discussed above.
During thistransitional period, 8 567.6(a) places
the reciprocal percentage of the subsidiary’s as-
setsin the 100% risk-weight category in
calculating the parent thrift’s risk-based capital
requirement. For example, if 60% of the parent
association’ s investment must be deducted under
the transition schedule, place 40% of the subsidi-
ary’ s assetsin the 100% risk-weight category.

Equity investments not permissible for national
banks are to be phased out from capital calcula-
tions over afive-year period. (Same phase-out as
for non-real estate related, nonincludabl e subsidi-
aries.) During this transition period, the capital
rule requires deduction of a portion of the equity
investments and places the remaining assets in the
100% risk-weight category. Under arulefinalized
in 1993, equity investments permissible for na
tional banks are placed in 100% risk weight and
are not subject to deduction requirement.

200% Risk-Weight Category

OTS adopted afinal rule at the end of 1992 that
eliminated the 200% risk weight. Assets that
would have been in the 200% category are now in
the 100% category.

Appendix A to this Handbook Section lists assets
by risk-weight category.

Investments Provided Special Treatment

Collateralized Mortgage Obligations (CMOs)

CMOs are mortgage-rel ated securities collateral-
ized by mortgages or mortgage-rel ated securities.
CMOs are multi-class securities where each class
(or tranche) is atype of bond. Interest-rate, pre-
payment rate, and principal lossrisk vary
significantly for each tranche. The risk weights
for CMO tranches range from 20% to 100% de-
pending on the credit risk and interest-rate risk of
each tranche. The new interest-rate-risk rule will
change the risk-weighting on certain “high risk”
mortgage derivatives on July 1, 1994. The Thrift
Bulletin 38 series contains specific information
for assigning risk weights to each tranche.

Ownership in Investment Companies

Investmentsin investment companies, such as
mutual funds, are assigned to the risk-weight
category applicable to theriskiest asset held in the
investment company portfolio. If the investment
company holds assets that a thrift would have to
deduct from capital, then the thrift must deduct its
investment from capital. On a case-by-case basis,
the OTS may allow thrifts to risk weight these in-
vestments on a pro rata basis based on the
percentage breakdown of the portfolio by risk
weight.

Credit Conversion Factors for Off-Balance-Sheet
Items

Risk weights for off-balance-sheet items are de-
termined by atwo-step process. The face amount
of the item is multiplied by a credit conversion
factor to get the balance sheet credit equivalent
amount that is then risk weighted depending on
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the collateral, the obligor, or type of asset. The
credit conversion and risk weighting of off-
balance-sheet obligations such as recourse servic-
ing can require capital in excess of the book value
of the abligation. There are four credit conversion
factor groups discussed in greater detail in §
567.6(a)(2) of the regulations and the instructions
for the TFR. The credit conversion factor groups
are 100%, 50%, 20%, and 0%.

100% Credit Conversion Factor Group

This group includes:

direct credit substitutes, such asfinancial
guarantee type standby letters of credit and
LIP used as adirect credit substitute;

risk participations in bankers' acceptances
and direct credit substitutes;

assets sold under an agreement to repurchase
and assets sold with recourse;

forward agreements with a certain drawdown;
and

indemnification of customers whose securi-
ties were loaned by the thrift as agent.

The OTS capital rule treats an asset sale with re-
coursg, if not included on the balance shest, as an
off-balance-sheet item. Capital is required against
the amount of assets sold, except where the con-
tractual maximum recourse liahility isless than
the regular capital requirement. Subordinated por-
tions of senior/subordinated |oan structures or
securities are treated consistently by charging
capital against both the senior and subordinated
portions limited by a dollar-for-dollar capital
charge on the subordinated interest held.

Under the OTS capital rule, asset sales with only
standard representations and warranties are not
considered sales with recourse. Standard repre-
sentations and warranties generally relate to
representations that are or should be within a
thrift’s knowledge and control at the time it origi-
nates aloan. For example, representing that the
securing property exists, that a security interest
has been perfected, that there is clear title and that

the borrower has income and is not aminor are
standard representations and warranties. A repre-
sentation or warranty that there has been no fraud
in the transaction is also considered a standard
representation and warranty because the originat-
ing institution is generally closer to and has more
ability to protect against fraud than a purchaser of
aloan or mortgage-related security in the secon-
dary mortgage market. On the other hand,
commitments to cover losses or replace loans if
they become delinquent within a set period (e.g.,
four months), or if they ever lose value because of
environmental problems, do constitute recourse
and are not considered standard representations
and warranties no matter how common such pro-
visions may be.

The OTS and the other Federal banking agencies
are developing a proposed rule and an advanced
notice of proposed rulemaking dealing with re-
course and direct credit substitutes. OTS will
reguest public comment on all aspects of the rule-
making when it is published in the Federal
Register.

Onthe TFR, Fully Capitalized Items are a specific
dollar amount capital charge equal to the maxi-
mum contractual liability under arecourse
obligation or direct credit substitute if that amount
islessthan the capital charge against all assets
sold. Thisamount is added to the capital require-
ment on risk-weighted assets.

50% Credit Conversion Factor Group

This group includes:

transaction-related contingencies such as per-
formance bonds and performance-based
standby letters of credit related to a transac-
tion;

unused portions of commitments, such as
home equity lines that are not unconditionally
cancelable, with an original maturity exceed-
ing one year (with exceptionsin the 0%
group);

revolving underwriting facilities where a

thrift customer may issue obligations that the
thrift must either purchase or fund; and
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L1P commitments with original maturity over
oneyear.

20% Credit Conversion Factor Group

This group is limited to trade-related contingen-
cies collateralized by goods such as commercial
letters of credit.

0% Credit Conversion Factor Group

This group includes:

unused commitments (including LIP) with an
original maturity of one year or less;

unused commitments (including LIP) with an
original maturity of more than one year if un-
conditionally cancelable and the thrift makes
a separate credit decision before honoring
each draw; and

unused amounts in unconditionally cancelable
retail credit card lines.

Loansin Process

Under GAAP, construction loans are booked
gross, with undisbursed amounts booked as a con-
traasset - Loansin Process of Disbursement
(L1P). LIP and other undisbursed loan commit-
ments are always ignored (which is netted to the
gross commitment) in the leverage ratio and tan-
gible capital calculations.

LIPisalso netted to the commitment balance and
the resulting net loan amount outstanding is risk
weighted in calculating the risk-based capital re-
quirement.

Construction loan LIP, aswell as al undisbursed
loan commitments are off-bal ance-sheet items and
are addressed using the conversion factor of 0%
or 50% (according to Part 567 and TFR instruc-
tions) in determining the risk-based capital
requirement.

There are two exceptions for this treatment of
LIP:

When interest is charged on the full amount
of the construction loan commitment (interest
is charged on LIP), the gross amount of the
commitment isrisk weighted asif the entire
balance was disbursed and outstanding. (L1P
istreated as an outstanding balance.)

When LIP isused as adirect credit substitute,
it receives a 100% credit conversion factor for
risk weighting.

Interest-Rate and Exchange-Rate Contracts

The rule defines interest-rate contracts as: single
currency interest-rate swaps; basis swaps; forward
rate agreements; interest-rate options purchased;
forward deposits accepted; and any other instru-
ment that, in the opinion of OTS, may giveriseto
similar risks, including when-issued securities.

Asagenerd rule, interest-rate contracts and ex-
change rate contracts cannot be netted. Each
interest-rate contract is valued separately. An as-
sociation may, however, net multiple contracts
with asingle counterparty only if those contracts
are subject to novation. The term “novation”
means a bilateral contract between two counter-
parties under which any obligation to each other
is automatically amalgamated, legally substituting
one single net amount for the previous gross obli-
gations. OTS s participating in ajoint rulemaking
with the other federal banking agenciesto permit
netting by other bilateral netting methods result-
ing in net obligations recognized under all
relevant bankruptcy and other laws of all jurisdic-
tions and legal authorities involved.

The credit equivalent amount of interest-rate and
exchange-rate contracts is the sum of current
credit exposure and potential credit exposure. The
risk weight is based on the obligors, guarantors,
and collateral. The regulation at 8 567.6(a)(2)(v)
provides detailed definitions and the TFR instruc-
tions provide detailed instructions. Generally, the
capital requirement isthe sum of: (1) replacement
value of the contract (adjusted for netting by
novation) plus (2) acharge for potential credit
exposure calculated by multiplying notational
principal amount of the contract by a credit con-
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version factor (e.g., 0% for interest-rate contracts
of one year or less and 0.5% for interest-rate con-
tracts with remaining maturity of greater than one
year).

The credit equivalent of interest-rate contracts of
banks, thrifts, Federal Reserve Banks, and Federa
Home Loan Banks are assigned the 20% risk
weight. The maximum risk weight assigned to the
credit equivalent amount of an interest-rate con-
tract is 50%.

Excess General Loan and Lease Valuation
Allowances

Excess GV A are netted with risk-weighted assets
in computing Total Assets. The amount of excess
GVA isderived from the total consolidated GVA
by netting the amount included in Supplementary
Capital. Thisfigure must be determined after the
determination of GV A included in Supplementary
Capital.

Fully Capitalized Items

This item represents the dollar amount of recourse
liability retained or assumed by athrift for assets
sold with recourse when the maximum contrac-
tual recourse liability (limited recourse amount) is
less than the normal capital charge. The capital
charge (fully capitalized items) equals the maxi-
mum contractual recourse liability. The
underlying assets are not converted to an on-
balance sheet equivalent amount or included in
risk-weighted assets. For example, with asset
sales under a 1% recourse clause, the amount of
recourse liability is usually less than the normal
capital charge and, therefore, 1% of the assets
sold would be reported as a Fully Capitalized
Item.

Risk-Based Capital Reguirement Calculation

The Risk-Based Capital Requirement may be cal-
culated following the TFR schedule CCR. The
following guide provides more detail.

Add:
Adjusted Tangible Assets;
GVA (not net);

Off-balance-sheet items (times a conversion
factor);

Less:
Assets required to be deducted.
The above assets and items should be sorted
by risk-weight category and the risk-weight
percentages applied. Then,
Add:
20% risk-weight total;
50% risk-weight total;
100% risk-weight total;
Equals:
Subtotal of risk-weighted assets.

¥ GVA permitted in Supplementary Capital
islimited to 1.5% of this subtotal.

Less:

Excess GVA,;
Equals:
Total Risk-Weighted Assets.
Multiply by:

Risk-based capital percent (8%);
Equals:

Total Risk-Weighted Assets times risk-based
capital percent.
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Add:

Fully Capitalized Items (not included in As-
sets Required to be Deducted);

Interest-Rate-Risk Component (beginning
July 1994);

Equals:
Risk-Based Capital Requirement.
Transition Provisions of Part 567

The OTS capital rule contains a number of transi-
tion provisions that are required by statute or
regulation. The transition provisions applicable to
investments in impermissible subsidiaries, equity
investments impermissible for national banks,
qualifying supervisory goodwill, general loan and
lease valuation allowances, and maturing capital
instruments are set forth below.

Investments in Impermissible Subsidiaries and
Nonsubsidiary Equity Investments

FIRREA providesthat, in general, all of athrift's
investments in and extensions of credit to any
subsidiary, as defined in § 567.1(dd), engaged as
aprincipal in activities that are impermissible for
anational bank must be excluded from Tangible
Capital and Tangible Assets.

Notwithstanding this provision, the statute pro-
vides that, if athrift’'s subsidiary was engaged, as
of April 12, 1989, in investments that are imper-
missible, the thrift is allowed to phasein the
exclusion requirement for pre-April 13, 1989 in-
vestmentsin the subsidiary. For impermissible
subsidiaries engaged in real estate-related transac-
tions, OTS s permitted by statute to extend this
transition to June 1996.

Section 567.5(c)(3) provides atransition for the
exclusion of nonsubsidiary equity investments
(other than those permissible for a national bank)
and the portion of nonresidential construction and
land loans that remain over 80% of value (without
consideration of investment date). This transition
isthe same as that applicable to impermissible
subsidiaries other than those engaged in real es-

tate-related transactions. These assets are
excluded from Adjusted Total Capital and Total
Risk-Weighted Assets.

The following percentages are required to be ex-
cluded:

July 1, 1993 - June 30, 1994 60%
Thereafter 100%
Qualifying Supervisory Goodwill

Section 5(t)(3) of HOLA alowsfor the inclusion
of certain Qualifying Supervisory Goodwill
(QSG) in Core Capital. Under the provisions of
the statute, eligible thrifts may include QSG as
defined in 8 567.1(w) up to the applicable per-
centage of Adjusted Tangible Assets (not
including QSG) as follows:

January 1, 1994 - December 31, 1994  0.375%

Thereafter 0%

General Loan and Lease Valuation Allowances (GVA)

Section 567.5(b)(4) of the regulation permits
GVA, established pursuant to 88 563.160 and
563.233, to be included in Supplementary Capital
up to 1.25% of risk-weighted assets (prior to net-
ting Excess GVA).

Maturing Capital Instruments

For all maturing capital instruments approved af -
ter December 4, 1984, and issued on or before
November 7, 1989, the following amortization
schedule applies:

Percent included in Supplementary Capital:

Y ears to maturity greater than or equal

to7 100%
Lessthan 7 but greater than or equal to6 ~ 86%
Lessthan 6 but greater than or equal to5  71%
Lessthan 5 but greater than or equal to4  57%
Lessthan 4 but greater thanor equal to 3 43%
Lessthan 3 but greater thanor equal to2  29%
Lessthan 2 but greater thanorequal to1  14%
Lessthan 1 0%
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The regulation also gives associations with matur-
ing capital instrumentsissued on or before
November 7, 1989, the option to follow either of
the alternative approaches for maturing capital in-
struments issued after November 7, 1989.

Individual Minimum Capital Requirement

Compliance with the minimum capital require-
ment alone cannot ensure adequate levels of
capital. OTS examination staff conducts an
analysis of each association’s capital adequacy
and may require athrift to raise additional capital
by requiring additional capital in the examination
report, imposing a prompt corrective action direc-
tive, or imposing an individual minimum capital
requirement. HOLA Section (5)(s) codified at 12
USC 1464(s) gives OTS authority on a case-by-
case basisto establish a capital requirement for an
association that is higher or lower than the mini-
mum capital standard.

One way OTS may raise an association’s capital
requirement is by imposing an individual mini-
mum capital requirement (IMCR) per § 567.3.
Generally, IMCRs are appropriate for thrifts that
have above normal levels of risk. The minimum
capital requirements set forth at 8 567.2 apply to
intended sound, well-managed thrifts without sig-
nificant risks or problems.

IMCRs, however, should not be used to address
credit quality problems that are more properly
dealt with by valuation allowances or to address
other supervisory problems that should be ad-
dressed by more direct supervisory actions.

The following are considered appropriate reasons
for the establishment of an IMCR. A thrift

isreceiving special supervisory attention.

has or is expected to incur losses that will re-
sult in capital inadequacy.

has a high degree of exposure to risk, such as
interest-rate, prepayment, or credit risk, or a
high proportion of off-balance-sheet risk that
is not adequately dealt with under the capital
rule.

has poor liquidity or cash flow.

is experiencing growth, either internally gen-
erated or through acquisitions, at such arate
that supervisory problems are presented.

isadversely affected by the activities or con-
dition of its holding company, affiliates,
subsidiaries, or other institutions or persons
with which it has significant business rela-
tionships (including concentrations of credit).

has a portfolio disclosing weak credit quality
or significant likelihood of financial loss, or
has a high percentage of nonperforming loans
or loans on which borrowersfail to comply
with repayment terms.

has inadequate underwriting policies, stan-
dards, or procedures for its loans and
investments.

has (1) management deficiencies, (2) arecord
of noncompliance with supervisory actions or
agreements, or (3) arecord of operational
losses that exceeds the average of other simi-
larly situated thrifts.

with overvalued excess servicing using be-
low-market discount rates for valuation.

Procedures have been established in 12 CFR §
567.3 for setting an IMCR. The regional director
must notify the thrift and any appropriate state
supervisor of aproposed IMCR. This notice must
provide the schedule for compliance with the new
regquirement and the reasons for determining that
the higher IMCR is necessary or appropriate. A
copy of the notifying letter shall be sent to the
OTS Deputy Director for Regional Operationsin
Washington along with supporting documenta
tion.

Any response from the thrift or state supervisor
must be made in writing and received by the re-
gional director within 30 days after the date on
which the notification was received. The response
shall include any information that the thrift wants
the regional director to consider in deciding
whether to establish or amend an IMCR, what the
IMCR should be, and, if applicable, what compli-
ance schedule is appropriate. The regiona
director may extend or shorten the response pe-
riod for due cause. Failure to respond constitutes
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awaiver of objections. A copy of any response
snall be sent to the OTS Deputy Director for Re-
gional Operations in Washington.

Based on the responses received and any other
relevant information, the regional director shall
decide whether the IMCR should be imposed. The
regional director’s decision shall address com-
ments received within the response period and
shall state the level of capital required, the sched-
ule for compliance with the requirement, and any
specific remedial action the thrift could take to
eliminate the need for continued applicability of
the IMCR. Theregional director shall send a copy
of the recommended final determination (within
15 days) to the Deputy Director for Regional Op-
erations, who must approve, disapprove, or
modify the regional director’ s recommendation
before the decision becomes effective and is
communicated to the thrift and state supervisor (if
applicable). If needed, the Deputy Director for
Regional Operations may increase the response
period by an additional 15 days.

Theregional director shall provide the thrift with
awritten decision on the IMCR, addressing the
substantive comments made by the thrift in setting
forth the basis for the decision. The IMCR be-
comes effective and binding upon receipt of the
decision by the thrift. The decision represents a
final agency action. Failure to satisfy an IMCR or
meet any required incremental additions to capital
under a schedule for compliance with such an
IMCR shall constitute alegal basisfor issuing a
capital directive pursuant to § 567.4 of the regula-
tions. See the IMCR regulation, § 567.3, for the
procedure to modify this schedule if necessary.

Consequences of Capital Standard Failure

The text below discusses two overlapping super-
visory regimens for dealing with undercapitalized
savings associations. FIRREA established a capi-
tal plan and capital directive process under the
HOLA for dealing with undercapitalized savings
associations. Then, in 1991, FDICIA established
the PCA regimen for depository institutions and
required the OTS, FRB, OCC, and FDIC to adopt
implementing regulations.

HOLA Capital Plans

HOLA 88 (ACA) 5(s) provides that the OTS Di-
rector may treat failure to maintain required
capital as an unsafe and unsound practice. Fur-
thermore, under 8 5(t)(6) and (t)(7) of the HOLA
any thrift not in compliance with the capital regu-
lations must submit a plan to the Director
detailing its efforts to correct its capital situation.
Any material failure to comply with a plan consti-
tutes an unsafe or unsound practice.

Asset growth is prohibited except as provided un-
der limited circumstances where any increasein
assets is accompanied by anincrease in Tangible
Capital, Core Capital, and Adjusted Total Capital
(Risk-Based Capital and satisfaction of other re-
guirements set forth in § 5(t) [12 USC 1464] of
HOLA).

OTS has provided guidance to thrifts on the capi-
tal plan and capital directives process under
FIRREA. (See the Thrift Bulletin 36 seriesand 12
CFR §567.10(b) and (d) for further information.)

HOLA Capital Directives

HOLA 88 5(s) and 5(t) grant OTS authority to is-
sue a capital directive when athrift failsto
comply with the minimum capital requirements
under 8 567.2, an IMCR under § 567.3, or any
capital requirement established on a case-by-case
basis.

Directives and capital plans are enforceable under
HOLA § 5(d), codified at 12 USC § 1464(d), or
FDIA 8§ 8 (12 USC § 1818) in the same manner
and to the same extent as an effective and out-
standing cease-and-desist order issued by OTS or
FDIC.

HOLA Capital Directives Policy

Capital directives must be issued to all institutions
that fail to meet one or more of their minimum
capital requirements, unless the regional director
has granted a capital exemption in accordance
with the statutory criteria[HOLA 8 5(t)(7)]. To
grant an exemption, the regional director must
conclude that the association meets the statutory
standards permitting approval of the exemption
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and must approve the institution’s capital plan.
The relevant minimum capital requirementsin-
clude any case-by-case requirements (e.g., by
individual minimum capital requirement, written
agreement, or application condition), as well as
the statutory and regulatory minimum require-
ments.

In general, a capital directive will be issued,
where;

management is marginal or poor;

there is evidence of objectionable insider
dealings or abuse;

the capital plan has less than a high probabil-
ity of success;

the capital shortfall islarge relativeto the
institution’s current earnings capacity;

the institution has failed to comply with a
prior capital plan in asignificant fashion or is
not in compliance with any outstanding reme-
dial program (e.g., supervisory agreement,
consent decree, or capital directive);

the institution is experiencing persistent oper-
ating losses; or

the association has significant credit risk or
interest-rate-risk problems.

When the OTS decides to initiate a capital direc-
tive, it provides notice to the savings association,
considers responses received, and makes afinal
decision to issue adirective. Broad authority to
issue capital directives has been delegated to the
regional directors and other regional officials. The
regional directors have authority to issue capital
directives for those associations with assets of $5
billion or less, unless the case raises a significant
issue of law or policy. OTS intendsto actively en-
force directives in the event of noncompliance.

Section 337.6 of the FDIC rules and regulations
prohibits undercapitalized thrifts from accepting
or renewing brokered deposits. The FDIC may
grant awaiver to this prohibition. The prohibition
does not apply to conservatorships or receiver-
ships of the FDIC or RTC.

Prompt Corrective Action

Congress imposed the prompt corrective ac-
tion(PCA) framework to ensure prompt
supervisory action in dealing with undercapital-
ized institutions. The PCA provisions of FDICIA
are contained in Section 38 of the Federal Deposit
Insurance Act (“Section 38”).

Notification Process

The OTS PCA rule sets forth the process by
which institutions will be notified or deemed noti-
fied of their PCA categories. Aninstitution is
notified or deemed notified of its capital level and
capital category as of the date of the earlier that:

A Thrift Financial Report (TFR) isrequired
to be filed with OTS;

A final report of examination (ROE) is deliv-
ered to the savings association; or

Written noticeis provided by OTSto thein-
stitution of its PCA category or that its
category has been changed in accordance with
§ 565.4(c).

A savings association also shall notify OTSin
writing that an adjustment to its PCA category
may have occurred no later than 15 calendar days
following the date that any material event has oc-
curred that would cause the association to be
placed in alower PCA category than its category
based on its most recent TFR or ROE. After re-
ceiving such anotice, OTS shall determine
whether to change the association’s PCA category
and notify the association of that determination.

Calculation of Prompt Corrective Action
Categories

Associations, with the exceptions noted below,
are placed into one of the following PCA catego-
ries based on their capital levels computed using
the TFR formulas shown in Appendix B: well-
capitalized, adequately capitalized, undercapital-
ized, significantly undercapitalized, and critically
undercapitalized. Different supervisory and en-
forcement provisions apply to each PCA category
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(see the following discussion on “PCA Catego-
ries: Restrictions and Requirements’).

Institutions that satisfy the numerical capital re-
quirements for the well-capitalized category are
placed in the adequately capitalized category if
they are subject to capital directives, capital

plans, or cease and desist orders requiring them to
meet and maintain a specific capital level for any
capital measure.

Section 38 aso provides for taking more stringent
action than normally accorded to institutions with
their capital levels based on non-capital consid-
erations, if the association isin an unsafe or
unsound condition or engaged in an unsafe or un-
sound practice. Under these provisions OTS may
place associations whose capital qualifiesthem
for the well-capitalized category in the adequately
capitalized category. OTS may also impose re-
strictions normally applicable to the next lower
category on associations in the adequately capital-
ized category or undercapitalized category.

Timeframe for Filing Capital Restoration Plan

In general, a savings association not operating
under a grandfathered capital plan shall filea
capital restoration plan with its regional office
within 45 days of the date the savings association
is notified or deemed notified that it isin one of
the three undercapitalized categories: undercapi-
talized, significantly undercapitalized, and
critically undercapitalized (undercapitalized cate-
gory(ies)). OTS, however, may set adifferent
deadline for an association to submit its capital
plan. If an ingtitution is operating under an ap-
proved nongrandfathered capital plan, the OTS
will provide the institution with guidance on addi-
tional submissions and modifications necessary to
comply with the requirements of Section 38.

Capital Restoration Plans

Any association in one of the three undercapital-
ized categories must submit a capital restoration
plan, unlessit is operating under a grandfathered
capital plan. The OTS may not accept a PCA
capital restoration plan unless the plan meets cer-
tain statutory criteria.

Approval Standards: Guarantee of Controlling
Companies

Section 38 prohibits OTS from accepting a capital
restoration plan unless each company that directly
or indirectly controls a savings association (1)
guarantees that the association will comply with
its plan until it is adequately capitalized on aver-
age during each of four consecutive quarters, and
(2) provides appropriate assurances of perform-
ance. OTS has devel oped a standard guarantee
that companies controlling savings associations
must submit. The guarantee must be executed by
amajority of each company’s board of directors
or aduly authorized representative.

PCA Categories: Restrictions and Requirements

Section 38 prescribes the requirements and re-
strictions applicable to each prompt corrective
action category. The restrictions applicable to
each PCA category are listed in Appendix C and
are described in the subsections of Section 38 as
follows:

subsection (d) - mandatory prohibition against
any association making capital distributions
or payment of management feesif it will re-
sult in an association being undercapitalized;

subsection (€) - mandatory restrictions appli-
cable to undercapitalized associations,

subsection (f) - mandatory and discretionary
provisions applying to significantly under-
capitalized associations and certain
adequately capitalized associations (e.g., ade-
quately capitalized associations failing to
submit or comply with capital restoration
plans), some of which the statute presumes
OTSwill imposg;

subsection (g) - more stringent treatment of
associations in undercapitalized categories on
other supervisory grounds,

subsection (h) - restrictions and actions appli-
cableto critically undercapitalized
associations (including mandatory placement
in conservatorship or receivership unless ex-
cepted under specific criteria); and
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subsection (i) - activity restrictions imposed
by the FDIC on critically undercapitalized in-
stitutions.

PCA: Supplement to Existing Authority

Section 38 and the OTS rules on PCA explicitly
supplement, and do not replace, the existing su-
pervisory and enforcement authority of the OTS
to deal with capital deficiencies and other super-
visory problems. Accordingly, OTSretains all
supervisory and enforcement authority under the
HOLA and FDIA to deal with associations, in-
cluding those associations operating under
grandfathered capital plans. Moreover, any re-
strictions or limitations applicable to a savings
association under an existing capital plan, or pur-
suant to other supervisory or enforcement action,
remain in effect.

Grandfathered Capital Plans

A savings association operating under a capital
plan approved before December 19, 1991, is ex-
empt from most PCA restrictions until July 1,
1994, if that capital plan remainsin effect and the
association remains in compliance with the plan.
Such an association is not required to submit a
capital restoration plan until that date. OTS, how-
ever, retains its authority under 8 5(t) of the
HOLA over these capital plans. Thisincludesthe
authority to terminate such a plan and its grand-
fathered status when the association fails to
comply with the plan, thereby making the associa-
tion subject to the same PCA restrictions and
requirements as other undercapitalized associa-
tions.

REFERENCES

United States Code (12 USC)

§ 1464(b)(3)(A)  Borrowing Limited By Capi-
tal

§ 1464(d) Regulatory Authority

8§ 1464(s) Minimum Capital Require-
ments

8 1464(t) Capital Standards

§ 1467anote Savings Provisions

§1818 Termination of Insurance

§ 1823(c) Assistance to Depository In-
stitutions

§ 1823(i) Net Worth Certificates

§ 1823(k) Emergency Acquisitions

§1831e Activities of Savings Asso-
ciations

§ 1831f Brokered Deposits

Code of Federal Regulations (12 CFR)

Chapter I: Comptroller of the Currency
Part 3: Minimum Capital

§3.2 Definitions
§3.100 Appendix A, Section 2

Chapter I11: Federal Deposit Insurance
Corporation

§ 325 Capital Maintenance

§337.6 Brokered Deposits

§387.10 Liquidation Account

§390 Net Worth Certificates

§ 391 Voluntary Assisted Merger
Program

Chapter V: Office of Thrift Supervision
Subchapter C: Regulations For Federal Savings
Associations

8544.1 Federal Mutual Charter

8§ 544.2(b)(4) Mutual Capital Certificates

§ 545.14(c) Distributions on Share Ac-
counts

§545.18 I ssuance of Mutual Capital
Certificates

8545.19 Issuance of Net Worth Cer-
tificates

8545.73 Investmentsin Inter-
American S& L Bank

§545.74 Service Corporations

8545.77 Investment in Real Estate for
Premises

§556.5 Branching by Federal Savings
Associations

Subchapter D: Regulations Applicable to All
Savings Associations

§563.10 Earnings-Based Accounts
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§563.22
§ 563.37

§563.47

§563.74
§563.81

§ 563.84(¢)

§563.93
§563.95
§ 563.96

§ 563.131
§ 563.132(C)

§563.134
§563.173
§563.174
§563.175

§563.176

Part 563b.3
Part 565
Part 567
§571.21

Mergers, Consolidations
Operation of Service Corpo-
rations

Pension Plans

Mutual Capital Certificates
I ssuance of Subordinated
Debt and Manditorily Re-
deemable Preferred Stock
Transfer and Repurchase of
Government Securities Lim-
ited by Capital

Loansto One Borrower Lim-
ited by Capital

Investment in State Housing
Corps

Certain Investments Limited
by Capital

Liability Growth

Securities I ssued through a
Subsidiary included in Com-
putation of Capital
Requirement

Capital Distributions
Forward Commitments
Futures Transactions
Financial Options Transac-
tions

Interest Rate Risk Manage-
ment

Conversions

Prompt Corrective Action
Capita

Separate Corporate Existence
of a Service Corporation

Chapter IX: Federal Housing Finance Board
Subchapter B: Federal Home Loan Bank System
§ 940.1(d) FHLB Credit Consideration

Office of Thrift Supervision Bulletins

RB 18 Enforcement Series

RB 19 Subordinated Debt in Capital

RB 26 Capital Requirements-
Recourse Agreements

TB 36a Capital Plans, Exemptions,
Exceptions

TB 36-1 Capital Plans

TB 36-2d Interest Rates Used in Finan-
cial Projections Contained in
Capital Plans

TB 38 Capital Requirements on
CMOs

TB 38-1 Core Deposit Intangibles

TB 38-2a Forbearances

Transmit- Treatment of LIP in Capital
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Capital Adequacy
Program

Examination Objectives

To determine the adequacy and composition of the thrift’s present and planned level of capitalization,
considering its unique risk characteristics, overall condition, and planned direction.

To determine the effectiveness of management and the board of directorsin actively monitoring,
maintaining, and planning for capital adequacy.

To determine if capital-related policies and procedures are adequate and being adhered to by thrift personnel.

To determine the adequacy of audit and accounting practices and procedures, including the system of internal
controls, as they relate to the propriety of capital accounts.

To determine compliance with laws, rulings, regulations, and specific agreements with the OTS, FDIC, or
state authorities.

To ascertain the need for, or to initiate, corrective action (including acting under prompt corrective action
provisions) when policies, practices, procedures, or internal controls are deficient or when violations of laws,
rulings, directives, or regulations have been noted.

Examination Procedures

Level | WKkp. Ref.

1 Obtain and review copies of pertinent correspondence between the thrift and regul atory
authorities, including SEC filings. In addition, consult with the examiner assigned
Program 340, Oversight by the Board of Directors, to determineif review of the minutes
reveals any items pertinent to the review of capital.

2. Determine through discussions with management and other appropriate verification
methods, if management has taken corrective action relative to:

Prior examination report comments and prior examination exceptions.

Internal and external audit exceptions.

Exam Date:

Prepared By:

Reviewed By:
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Program

WKp. Ref.

Any enforcement/supervisory actions and directives.

3. Obtain a copy of the thrift’s worksheet for computing its minimum capital requirement
pursuant to Schedule CCR of the TFR. Also, obtain related work papers and review for
reliability. Determine whether the thrift is meeting its minimum capital requirements.
Consider the prospects for continuing compliance by analyzing current trends and other

factors.

Some of the following areas may be material to the reliability of athrift’s capital
requirement calculations:

Subsidiary activities

Y

Y

Y

Y

Y

Y

isthere evidence of permissibility of activities?
is consolidation or pro rata consolidation correct for permissible subsidiaries?

are nonincludable subsidiaries properly excluded or grandfathered and deducted
on apro rata basis?

have advances to impermissible subsidiaries after April 12, 1989, been deducted
from capital and assets as required?

did the thrift and its subsidiary enter into a binding commitment prior to April
13, 1989, under which they were legally bound to make investments
impermissible for national banks after April 13, 19897 If so, then the phase-out
rule for nonincludable subsidiaries would apply to these investments after April
13, 1989.

is the ownership percentage of athrift’ sinvestment greater that 5%7 If so,
follow the capital treatment of subsidiaries.

If aminority interest of athird party is collateralized as stock, then isit excluded
from Tangible Capital?

Are goodwill qualifications met?

Exam Date:
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WKp. Ref.

¥ has goodwill created after April 12, 1989, been deducted from capital and
assets?

¥ has goodwill created after April 12, 1989, been deducted from capital and
assets?

Are nonsubsidiary equity investments, nonresidential construction and land loans
over 80% LTV, and reciprocal holdings of capital instruments properly excluded
from Adjusted Total Capital in computing the association's Risk-Based Capital ratio.
PMSR;

¥, arethethree-part test results documented?

¥, is90% FMV test done correctly?

¥, are prepayment assumptions reasonabl e?

¥, isthe discount rate appropriate?

¥, arethewrite-downstimely?

¥ review for consistency with TB 60 (PMSR).

Are other intangibles in Core Capital documented for the three-part test and within
the allowable limit?

Are LIP and commitments properly handled?

Are GVA free of specific reserves?

Are delinquent loans and REO properly risk weighted?
Arehigh LTV loans properly risk weighted?

Are maturing capital instruments properly handled?

Are CMO tranches risk weighted per TB 38?

Exam Date:

Prepared By:
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Are assets sold with recourse properly treated?
¥ subordinated portions of senior subordinated securities?
Y. agreements by thrifts buy back loans (generally for alimited period) if they

become delinquent or default for reasons other than violations of standard

representations and warranties?
¥, recourse servicing sold?
Are post-period-end adjustments correct?
Are forbearances properly treated?

I's capital charge on assets covered by the FDIC or SAIF properly applied?

Are FSLIC- and FDIC-held capital instruments netted to related receivables when
appropriate?

4, Determine whether the association is subject to any written agreements or capital plans or
capital directive with the OTS, FDIC, or state authorities regarding capitalization, and
whether the association isin compliance. Note specific areas of noncompliancein the
ROE, as appropriate.

5. Evaluate trendsin capital. Determine if management is adequately addressing adverse
trends.

6. Evaluate the adequacy of capital.
Analyze how the thrift’ s balance sheet composition affects the need for

capitalization. Consider the risk orientation of loan and investment portfolios.
Consider risk diversification.

Exam Date:
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Capital Adequacy
Program

WKp. Ref.

Analyze the risk associated with off-balance sheet activities and the resultant need
for additional capital protection.

Consider the thrift’ s growth trends and goals. Consider whether management has
planned for capital adequacy in line with anticipated growth.

7. Consider the appropriateness of earnings retention and dividend policy.

8. If specific or general |oss allowances are inadequate, determine the effect of current and
potential losses. Confer with the examiners assigned Program 260, Classification of
Assets, and Program 261, Valuation Allowances.

9. Consider the potential effect (positive or negative) of any proposed changesin
controlling ownership.

10. Review management reports, such as the budget, strategic business plan, and capital plan
to consider the adequacy of the thrift’s capital planning efforts. Also, determine if capital
projections appear reasonable given the thrift’ srisk posture.

11. Review Level Il procedures and perform those necessary to test, support, and present
conclusions derived from performance of Level | procedures.

Level Il
12. Identify and reconcile capital accounts (forward from the date of the last examination) to

determine propriety of entries and outstanding balances. Use existing external audit
reports and SEC filings to the extent possible. Be alert for direct charges to capital

Exam Date:
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Capital Adequacy
Program

13.

14.

15.

16.

17.

WKp. Ref.

accounts that have not been properly recorded as part of the income statement.

Compare balances obtained in procedure 11 with the Thrift Financial Reports and
management information systems to determine accuracy of reporting. Document
discrepancies and review with management. If material problems are noted, prepare
comments for the ROE.

Using available financial information, develop useful ratios for comparison with peer
group averages or medians. Research any significant variations and determine if they are
cause for concern.

Determine if the thrift is adequately protected against excessive exposure to interest-rate
risk that might adversely affect capital. Confer with the examiner assigned Program 520,
Interest-Rate-Risk Management and Program 530, Cash Flow and Liquidity
Management.

Analyze the effect that service corporation and other subsidiary activities may have on
the need for capitalization, including potential liability of the parent thrift for obligations
of the subsidiary.

Anayze whether any holding company activities have an adverse effect on capital.
Evaluate the parent’ s reliance on dividend payments from the subsidiary thrift. Review
related SEC filings for transactions between the thrift and the holding company.

Exam Date:
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Capital Adequacy
Program

WKp. Ref.

18. Determineif deficienciesin internal controls and audit systems subject the thrift to a
higher probability of losses through defalcations or fraud and thereby have an adverse
effect on capital.

19. Ensurethat the Objectives of this Handbook Section have been met. State your findings
and conclusions, aswell as appropriate recommendations for any necessary corrective
measures, on the appropriate work papers and report pages.

Examiner’'s Summary, Recommendations, and Comments

Exam Date:
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Appendix A: Capital Adequacy

Section 120

Risk-Weight Category Per § 567.6 of
the Regulations

0% Risk Weight

Cash (any foreign currency owned and held by a
thrift must be converted into U.S. dollar equiva
lents)

Securitiesissued by the U.S. Government and its
agencies to the extent that such securities are un-
conditionally backed by the full faith and credit of
the U.S. Government (e.g., Ginnie Maes)

Direct claims on the U.S. Government and its
agencies to the extent that such claims are uncondi-
tionally backed by the full faith and credit of the
U.S. Government

Securities and direct claims of the central govern-
ment of an Organization for Economic Coopera-
tion and Development (OECD) member country®

FSLIC notes and obligations backed by the full
faith and credit of the U.S. Government

FDIC notes and obligations backed by the full faith
and credit of the U.S. Government

Deposit reserves at, claims on, and balances due
from Federal Reserve Banks

Federal Reserve Bank Stock

Portion of assets fully covered by FSLIC or any
successor agency under capital loss and/or yield
maintenance agreements

Portion of assets directly and unconditionally
guaranteed by the U.S. Government, its agencies,
or the central government of an OECD country

Certain credit equivaent amounts of off-balance-
sheet items’

Accrued interest receivable on assetsincluded in
this category

20% Risk Weight
Cash itemsin process of collection

Portion of assets collateralized by the current mar-
ket value of securitiesissued or guaranteed by the
U.S. Government, its agencies, or the central gov-
ernment of an OECD country

Portion of assets conditionally guaranteed by the
U.S. Government, its agencies, or the central gov-
ernment of an OECD country

Securities (not including equity securities) issued
by the U.S. Government and its agencies that are
not backed by the full faith and credit of the U.S.
Government

Claims on the U.S. Government and its agencies
that are not backed by the full faith and credit of
the U.S. Government

Securities (not including equity securities) issued
by U.S. Government-sponsored agencies (e.g.,
Federal Home Loan Mortgage Corporation, Fed-
eral National Mortgage Association)

Direct claims on U.S. Government-sponsored
agencies

Portion of assets guaranteed by U.S. Government-
sponsored agencies (e.g., Federal Home Loan
Mortgage Corporation, Federal National Mortgage
Association)

Portion of assets collateralized by the current mar-
ket value of securitiesissued or guaranteed by U.S.
Government-sponsored agencies (e.g., Federa
Home Loan Mortgage Corporation, Federal Na-
tional Mortgage Corporation)

High-quality mortgage-related securities (including
CMOs), except for those with residual characteris-
tics or stripped mortgage-related securities

Claims representing general obligations of any
public sector entity in an OECD country, and that
portion of any claims guaranteed by any such pub-
lic entity

Bonds issued by the Financing Corporation or the
Resolution Funding Corporation
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Balances due from and al claims on domestic de-
pository ingtitutions. This includes demand depos-
its and other transaction accounts, savings deposits
and time certificates of deposit, federal funds sold,
loans to other depository institutions, including
overdrafts and term federal funds, holdings of the
thrift's own discounted acceptances for which the
account party is a depository institution, holdings
of bankers acceptances of other institutions and se-
curities issued by depository ingtitutions, except
those that qualify as capital.

Federal Home Loan Bank Stock

Deposit reserves at, claims on, and balances due
from Federal Home Loan Banks

Assets collateralized by cash held in a segregated
deposit account by the reporting thrift

Claims on, or guaranteed by, official multilateral
lending ingtitutions or regiona development institu-
tions in which the U.S. Government is a share-
holder or a contributing member. These ingtitutions
include, but are not limited to, the: International
Bank for Reconstruction and Development (World
Bank), Inter-American Development Bank, Asian
Development Bank, African Development Bank,
European Investments Bank, International Mone-
tary Fund, and the Bank for Internationa Settle-
ments.

Portion of assets collateralized by the current mar-
ket value of securitiesissued by officia multilat-
eral lending institutions or regiona devel opment
ingtitutions in which the U.S. Government isa
shareholder or a contributing member

Claims on depository institutions incorporated in
an OECD country, and assets backed by the full
faith and credit of depository institutions incorpo-
rated in an OECD country. This includes the
credit-equivalent amount of participations in com-
mitments and standby letters of credit sold to other
depository institutions incorporated in an OECD
country, but only if the originating bank remains
liable to the customer or beneficiary for the full
amount of the commitment or standby letter of
credit. Also included in this category are the credit-
equivaent amounts of risk participations in bank-
ers acceptances conveyed to other depository insti-
tutions incorporated in an OECD country.
However, bank-issued securities that qualify as

capital of theissuing bank are not included in this
category.

Claims on depository institutions incorporated in a
non-OECD country, as well as claims on the cen-
tral bank of a non-OECD country, with aresidual
maturity of one year or less

C(;taai n ownership interests in investment compa-
ni

Certain credit-equivalent amounts of off-balance-
sheet items’

Accrued interest receivable on assetsincluded in
this category

50% Risk Weight

Revenue bonds, issued by any public sector entity
in an OECD country, for which the underlying ob-
ligor is a public sector entity, but that are repay-
able solely from the revenues generated from the
project financed through the issuance of the obliga-
tions

Qualifying mortgage loans (one- to four-family
residential first mortgage loans that are prudently
underwritten and performing, not more than 90
days past due, with aloan-to-value ratio not ex-
ceeding 80% [at origination] unless insured to at
least 80% by an FHLMC- or FNMA-approved
private mortgage insurer). Loans paid down to
80% LTV areincluded if otherwise qualifying.
Loansto individuals for the construction of their
homes.

Qualifying residential construction loans as defined
in 12 C.F.R. 567.1(jj)

Qualifying multifamily mortgage loans as defined
in 12 CFR § 567.1(v).

Less-than-high-quality mortgage-related securities
backed by qualifying mortgage loans, except for
those with residual characteristics or stripped
mortgage-related securities. Non-high quality
stripped MBS will be placed in this category upon
effectiveness of the interest-rate-risk component
(July 1, 1994).

C(;taai n ownership interests in investment compa-
ni
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Certain credit equivaent amounts of off-balance-
sheet items’

Accrued interest receivable on assetsincluded in
this category

100% Risk Weight
Consumer loans
Commercial loans

Home equity loans (second mortgages - placed in
50% risk weight if secured by afirst lien and meets
all other qualifying criteria)

Nonqualifying mortgage loans
Nonqualifying multifamily mortgage loans
Residential construction loans

Land loans (except portions in excess of 80% loan-
to-valueratio)

Portion of land loans with loan-to-value ratios in
excess of 80% that are includable in assets under
the phase-out provisions

Nonresidential construction loans (except portions
in excess of 80% loan-to-value ratio)

Portion of nonresidential construction loans with
|oan-to-value ratios in excess of 80% that are in-
cludable in assets under the phase-out provisions

Mixed use commercia loans (one- to four-family
residential or multifamily residential and commer-
cia properties)

Obligations issued by any state or any political
subdivision thereof for the benefit of a private
party or enterprise where that party or enterprise,
rather than the issuing state or political subdivi-
sion, is responsible for the timely payment of prin-
cipal and interest on the obligations (industrial
development bonds)

Private-issue debt securities, except those qualify-
ing for the 20% risk-weight category or the 50%
risk-weight category

Fixed assets and premises
Prepaid insurance

Intangible Assets, including any goodwill not de-
ducted from capital

Purchased and excess mortgage servicing rights

Any classes of amortgage-related security with re-
sidual characteristics, as defined in Thrift Bulletin
38, regardless of the issuer or guarantor (CMO
and REMIC residuals)

Equity investments not subject to deduction be-
cause permissible for a national bank

Prorated assets of subsidiaries (except for the as-
sets of includable, fully consolidated subsidiaries)
to the extent such assets are included in adjusted
total assets

M ortgage-backed bonds collateralized by second
mortgages

Tax certificates

C(;taai n ownership interests in investment compa-
ni

Certain credit equivaent amounts of off-balance-
sheet items’

Accrued interest receivable on assets included in
this category

Repossessed assets

Assets that are more than 90 days past due (includ-
ing delinquent one-to four-family mortgage loans
and multifamily mortgage loans)

All assets not specifically included in any other
risk-weight category

The OECD includes the followi ng countries: Australia,
Austria, Belgium, Canada, Denmark, Federal Republic of
Germany, Finland, France, Greece, Iceland, Ireland, Italy,
Japan, Luxembourg, Netherlands, New Zealand, Norway,
Portugal, Spain, Sweden, Switzerland, Turkey, United
Kingdom, and the United States. Saudi Arabia has con-
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cluded specia lending arrangements with the International
Monetary Fund associated with the Fund's General Ar-
rangements to Borrow and is treated as an OECD country.

2 Off-balance-sheet items that have been credit converted are
classified in risk-weight categories based on the type of asset
involved or the counterparty to the transaction, whichever is
more appropriate.

3 Ownership interests in investment companies as defined in
the Investment Company Act of 1940 are assigned to risk-
weight categories based upon the risk weight that would be
assigned to the assets in the portfolio of the investment
company. If the portfolio would fall into more than one risk-
weight category or contains some assets that would be
deducted from capital, the entire ownership interest will be
assigned to the category of the asset with the highest risk
weight in the portfolio or included in Assets Required to be
Deducted in the calculations of Adjusted Total Capital.

The lowest risk-weight category for amutua fund is 20%.
On a case-by-case basis, however, the OTS may allow the
thrift to assign the portfolio proportionately to the various
risk categories based on the proportion in which the risk
categories are represented by the composition of assetsin
the portfolio. Before OTS will consider a request to propor-
tionately risk weight such a portfolio, the thrift must have
and maintain current information for the reporting period
that details the composition of the portfolio of assets.

120A.4  Regulatory Handbook January 1994
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FDICIA CATEGORIES FOR PROMPT CORRECTIVE ACTION

Total Risk-
Based Ratio

Tier 1 (Core)
Risk-Based
Ratio

Tier 1 (Core)
Leverage Ratio

Capital-
Related Action

Well-Capitalized

Adequately Capitalized
Undercapitalized

Significantly
Undercapitalized

Critically
Undercapitalized

10% or above

8% or above

Under 8%

Under 6%

or

or

6% or above

4% or above

Under 4%

Under 3%

or

or

5% or above

4% or above®
Under 4%?

Under 3%

Not subject to
capital directive
or capital-related
cease and desist
order

Ratio of tangible equity to adjusted total assets of 2% or less®

Following are the formulas for the above capital measures:

SN S

Total Risk-based Ratio = CCR 39/CCR 65

Tier 1 (Core) Risk-Based Ratio = CCR 20/CCR 65*
Tier 1 (Core) Leverage Ratio = CCR 20/CCR 25
Tangible Equity Ratio = ((CCR 225 - CCR 220 -CCR 230 + SC 812/(CCR 25 - CCR 250))

! Three percent (3%) or above for composite 1-rated banks and savings associations.

2 Under three percent (3%) for composite 1-rated banks and savings associations.

3 Tangible equity is defined as core capital elements plus cumulative perpetual preferred stock minus all intangible assets
except for qualifying purchased mortgage servicing rights and (for savings associations) remaining qualifying
supervisory goodwill. Total assetsis defined (for savings associations) to be adjusted total assets minus nonqualifying

intangible assets.

* |f an association has fully capitalized items reported on CCR 70, the association should modify this ratio by electing to
either (1) deduct the amount of fully capitalized items from the capital amount in the numerator of the ratio or (2)
increase the asset amount in the denominator of thisratio by the fully capitalized amount on CCR 70 multiplied by 12.5

(i.e, CCR70* 12.5).
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Financial Health
Well-capitalized

Prompt Corrective Action Restrictions
FDICIA Restrictions
*Cannot pay dividends or management fees to controlling persons if it
would result in undercapitalization

Applicable Guidance
12 CFR § 563.134

Adequately
Capitalized

*Cannot pay dividends or management fees to controlling persons if it
would result in undercapitalization

12 CFR § 563.134

Undercapitalized

*Cannot pay dividends or mgmt. fees to controlling persons
*Monitoring of condition and capital plan required

*Capital Plan required (copy of approved plans to FDIC)

*Asset Growth Restricted

*Prior approval required for acquisitions, branching, new lines of
business

12 CFR § 563.134
TB 36b

TB 36b

RB 3a-1

12 CFR Part 516

Significantly
Undercapitalized

(In addition to restrictions for Undercapitalized institutions)

#Require recapitalization by issuing stock or acquisition
#Restrict interest rates (not retroactive)

#Restrict Transactions With Affiliates
Restrict asset growth (or require shrinkage)
Restrict risky activities of association or subsidiary
Improve management:
order new election of the board of directors
dismiss directors or senior executive officers
require employment of qualified senior executive officers
Prohibit deposits from correspondent banks

Require Divestiture:
by the institution of any subsidiary
by the parent company of a nondepository affiliate of the
institution

Any other action the AFBA determines is necessary

*Prior approval from the AFBA for:
payment of any bonus to a senior executive officer
increase in compensation for senior executive officers

Brokered Deposits
(FDIC 12 CFR § 337.6)
12 CFR §563.41

RB 3a-1

Interbank Liabilities
(FRB 12 CFR Part 206)

12 CFR § 565.6

Critically
Undercapitalized

*Prior FDIC approval required for activities:

material transactions

extensions of credit for HLTs

amendment of charter of bylaws

engaging in covered transactions (23A)
payment of excessive compensation or bonuses
payment of interest rates > normal market rates

payments on subordinated debt
Within 90 days AFBA must appoint Receiver, Conservator, or take
other action pursuant to Section 38

Brokered Deposits
(FDIC 12 CFR § 337.6)

* Automatic restrictions

# The agency must take these actions unless the agency determines that the actions would not further the purpose of §38.
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